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Foreword 



by Karel Van Miert 1 

Since the early years of the European Community, competition policy has played a 
decisive role in the creation of a more prosperous, competitive and integrated 
European economy. Over the last forty years, the action of European competition 
authorities has provided numerous examples of the benefits of a sound-working 
competition environment for consumers and for the European economy as a whole. 
Competition brings lower prices, fosters technical progress and creativity, and 
prevents the negative effects of a company abusing its dominant or monopoly position. 
During my mandate as a Commissioner in charge of competition, I have actively 
encouraged this strengthening of European competition policy as did my predecessors. 
As a result, there has been growing public awareness in Europe of the need for free 
and fair competition as well as the consolidation of the competition policy in the 
“acquis communautaire”. 

European competition policy is now at a turning point in its history. In May 2004, 
ten countries will join a new European Union composed of twenty- five Member States 
and 450 million people. This massive accession to the EU is of paramount importance 
to the European integration and will deeply impact on European competition policy. 
The European competition legal framework that has remained largely unchanged since 
the creation of the European Community will need to be adapted to this changing 
environment. The European Union’s preparation for enlargement has been ongoing for 
several years. This process has affected the three pillars of competition policy: 
antitrust, merger control and state aids. 

For antitrust, there will be a new division of responsibilities between the EU and the 
Member States. National competition authorities and national authorities will have an 
increased role to play in the enforcement of competition rules. This task will be carried 
out in close cooperation with the Commission, which will provide advice and 
guidance within the future European Competition Network. Similarly, the fact that 
firms will no longer notify agreements to the Commission will enable DG Competition 
services to focus on the most serious infringements. This is a welcome development as 
these infringements often occur when multiple pressure from political and economic 
actors is the strongest. However, there might be some legitimate concern on the ability 
of the 15 current Member Sates and the 10 acceding countries to successfully take 
over some of the Commission’s tasks and to guarantee the same level of independence 



1 Member of the European Commission, responsible for competition policy from 1993 to 1999; 
Member of the European Commission, responsible for transport, credit, investment and 
consumer policy from 1989 to 1993. 
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in their decision-making process. One should hope that the reform will not result in a 
weaker competition framework. 

The reform of merger control should lead to a more transparent and effective 
system, guaranteeing the rights of the parties as well as an appropriate level of 
economic analysis. In the future, it will also be necessary for Competition authorities 
to take into account the competitiveness of the European economy compared to its 
main economic partners when assessing mergers involving European companies. 

The accession of ten new countries, some with fairly recent transitions to market 
economies, presents a major challenge for state aids control. At the same time, the 
efforts launched in recent years to better monitor state aids and to improve the 
enforcement of the Commission’s decisions must be continued. 

These reforms appear to address the challenges facing European competition policy 
effectively. The main task will now be to ensure that this new system works in practice 
and that the increasing role of Member States will not weaken the enforcement of 
competition policy. Success will require strong leadership from the European 
Commission, as well as sustained support from the Member States, and ultimately the 
citizens. Making the European public more aware of the importance of an independent 
and efficient competition policy will be a task of crucial importance in the years to 
come. 

Therefore, I would like to salute the efforts of Professor Dr. Johann Eekhoffs team 
of competition academics and practitioners who have worked to answer this call. Their 
work provides illustrative examples of the benefits that European competition policy 
can bring to consumers, companies and society as a whole, and gives an acute analysis 
of the institutional preconditions for an effective competition policy in Europe. We 
should hope that their approach will be followed. 
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The Commission of the European Union can look back on a successful period of 
competition policy. It stimulated the idea of competition by its objective outside 
view of the Member States and by defining the common economic interest. Big 
steps towards more competition have been made in the sectors of telecommunica- 
tion and electricity. The balance of responsibility between the Commission and the 
Member States may have to be slightly adjusted but the general institutional ar- 
rangement seems to be satisfactory. However, there are still continuous attempts 
to avoid competition, to abuse market power in the private sector and to protect 
several fields of public activity from competition. It has to be asked how in 
Europe the performance of the economy and the situation of the consumers can be 
improved by increased competition. 

The European Union urgently needs economic progress. The Member States 
have to find a way from slow growth and stagnation to prosperity, from unem- 
ployment of more than 10 per cent of the labour force to full employment, from 
increasing budget deficits to an improvement of public services and infrastructure, 
from social systems at risk and an increasing burden of future generations to reli- 
able social insurance systems. One decisive driving force for the achievement of 
these goals would be intensified competition in private markets as well as in the 
public sector. 

Article 3 of the Draft of the Treaty establishing a Constitution for Europe re- 
states the importance of competition and of organising the economy by a market 
system: “The Union shall offer its citizens ... a single market where competition is 
free and undistorted.” And, furthermore: “The Union shall work for a sustainable 
development of Europe based on balanced economic growth, a social market 
economy, highly competitive and aiming at full employment ...” which in fact 
describes a competitive system directed by market prices. 

As such, the principles of competition are well established in the legislative 
framework of the European Union. But competition authorities permanently have 
to be aware of subtle and open resistance to competition. Public institutions want 
to protect their domain and argue that these activities are not accessible to compe- 
tition. Their magic formula is “service of general economic interest” which has 
been designed to form some kind of taboo zone. As a last resort they justify the 
exclusion of competition by social goals. On the other hand, private companies - 
often jointly with politicians and economic associations - try to defend a dominant 
market position or to get exemptions from competition. 

The authors of this book want to demonstrate that competition is a highly effi- 
cient tool for private markets and for most of the public activities, and that there is 
no contradiction between social goals and economic goals. On the contrary: social 
policy can only be successful, if it can rely on an efficient economy, and social 
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measures themselves should be economically efficient. There still is a high poten- 
tial to intensify competition to the benefit of consumers and employees. This task 
and the permanent struggle to safeguard competition require strong competition 
authorities. However, only if the citizens and private companies realise the out- 
standing importance of competition for their success and freedom the forces in 
favour of competition will dominate those working against it. 

With this book we tried to go a step beyond the usual call for articles by form- 
ing an international team of experts and discussing the drafts in several meetings. 
This process was stimulating and hopefully increased the quality of the results. It 
was not possible to cover all sectors of the European economy and many issues 
like the question of the extent of competition in the health sector need further 
elaboration. 

I am very thankful for the broad support of our project. I am especially indebted 
to Dr. Stefan Schepers, senior partner of EPPA in Brussels, who took the initiative 
and who encouraged us in critical phases. We received generous financial support 
from EPPA and from the Otto Wolff Foundation. 



Cologne, August 2003 



Johann Eekhoff 
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Executive summary 

The concept of a competitive market is similar to that of a democratic society, in 
that no individual or company is allowed to exercise power over another 
individual or company. The general principles of freedom must be protected in the 
face of continuous attempts by individuals, interest groups, companies and politi- 
cians to extend their influence and gain power, whether through manipulation of 
existing rules or illegal actions. Hardly anyone likes the idea of competing against 
rivals in his field of activity, but competition benefits almost everyone. 

The existence of competitors forces individuals and companies either to deliver 
high quality goods and services, or to accept low prices in order to stay in the 
market. Competition is the permanent driving force behind individuals, as it re- 
wards successful activities and penalises laziness and failure. Although, if compe- 
tition is severely distorted and if there is a large imbalance in a market, it may be 
unwise to effect a rapid return to a situation of undisturbed competition. 

The self-interest of all market participants - enforced by competition - is the 
best incentive to reduce costs and to offer goods and services which are most de- 
sired by consumers. In a competitive economy it does not make sense to leave 
factors of production idle. If prices and wages are determined by market forces, 
competition ensures the most productive use of these factors. 

Competition is often regarded as a brutal struggle for survival with the conse- 
quence that one competitor defeats all other participants and forces them to leave 
the market. This is a distorted perception of competition. Every supplier of goods 
and services has the opportunity to sell his product at a lower price or to combine 
the product with additional services. 

Competition intensifies incentives to increase economic wealth. Employees 
have an incentive to earn money and this directs their efforts to accumulate 
knowledge, achieve qualifications, choose a job with career prospects, offer 
flexible working hours etc. Competition enables employees to work to their full 
potential and to gain promotion by improving their job qualifications. 

Competition does not work properly if severe external effects are present, and 
total welfare can actually be increased by policy measures correcting the deficient 
price system. Furthermore, competition does not guarantee the subsistence of citi- 
zens who are unable to earn a decent living but it is an efficient tool for enabling 
citizens to attain their highest possible income level so that the state can concen- 
trate transfer payments to fill the remaining gap between the defined level of 
minimum income and the (lower) market income. 

Governments themselves distort competition by implementing a broad variety 
of measures, most of which are classified as “state aid”: direct subsidies, cross- 
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subsidisation and tax preferences. Other measures are also used, e.g. market pro- 
tection, exclusive contracting, public supply of private goods and services, legal 
preferences etc. It is therefore essential that competition policy incorporates both 
the private and public sectors, although it mainly deals with the market power of 
private companies, preventing them from exploiting consumers and taxpayers. 

The environment in which competition authorities operate is neither neutral nor 
friendly, but rather hostile. Therefore competition authorities require knowledge 
of functioning markets, a thorough analysis of competitive distortions, good 
judgement and effective instruments, i. e. the power to force companies and public 
authorities to restore and improve competition. 
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1. Introduction 

The main characteristics of a market economy are numerous competitive markets 
for goods and services, labour, land, capital and raw materials. This is a technical 
description or definition and it is necessary to take a closer look at the concept: the 
idea of competition. Competition is embedded in the philosophy of democracy. It 
corresponds to the ideas of freedom, i. e. freedom of choice of occupation and 
individual economic decision making, guaranteed property rights, the absence of 
coercion etc. Preferring democracy to dictatorship can be seen as preferring a 
decentralized competitive economy and the basis of individual decisions to a 
centrally planned economy. The concept of a competitive market is similar to that 
of a democratic society, in that no individual or company is allowed to exercise 
power over another individual or company. Essentially, power rests in the hands 
of elected representatives of the state and is limited by the constitutional rights of 
its citizens. 

These general principles of freedom must be protected in the face of continuous 
attempts by individuals, interest groups, companies and politicians to extend their 
influence and gain power, whether through manipulation of existing rules or 
illegal actions. There is a strong temptation to win power in order to avoid com- 
petition and increase personal gains at the expense of other members of society. 

The demand for political or economic power may be well-intended, and it is 
worth noting that benevolent dictatorships are not necessarily disadvantageous for 
their citizens. Especially in small groups like families partriarchal behavior can be 
superior to formal decision procedures. However, experience shows that the dan- 
gers of a dictatorship increase as control expands beyond the dimensions of a 
small group. Once in possession of power, it is all too easy to use such influence 
to the disadvantage of third parties. The main purpose of competition policy is 
therefore to prevent individuals and companies from restricting the freedom of 
other market participants and from using coercion against competitors. The con- 
cept of free competition is crucial not only for the functioning of market econo- 
mies but also for the stability of democratic societies. 



2. Benefits of competition 

The most important characteristic of an economic system is efficiency. This raises 
the question: how can an economy be organised to optimise the use of scarce 
resources and realise high incomes and wealth? It has in fact proven extremely 
difficult to implement and maintain an efficient economy - centrally planned 
systems have failed in general but even market economies are no guarantee for 
competitiveness and efficiency. Critical evaluations of market systems range from 
the perceived “miracle of the market” (Baurmann 1996: 10) to disappointingly 
poor performance, mainly due to political interference. It is however clear that, in 
the end, only market systems have been shown to perform consistently well. They 
have been particularly successful when governments have enabled competitive 
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private activities, have not attempted to control the production of private goods 
and services, and have not acted on behalf of interest groups. 

Hardly anyone likes the idea of competing against rivals in his field of activity, 
but competition benefits almost everyone. Is competition therefore an ambivalent 
or even contradictory concept? Competitors on the same side of a market are con- 
sidered rivals. The existence of competitors forces individuals and companies 
either to deliver high quality goods and services, or to accept low prices in order to 
stay in the market. Producers are prevented from demanding high prices to sustain 
high costs and profit margins without providing outstanding quality of goods and 
services. Individuals do not like competition because they have to work harder in 
order to deliver high-quality goods and services, to improve their job prospects 
and to increase their personal income. 

On the opposite side of the market, however, these same companies and indi- 
viduals reap the benefits of competition. Individuals gain from competition 
between employers who require their skills and experience, companies benefit 
from competition between suppliers of raw material, goods and services they de- 
mand. Consumers can choose from a variety of products and services in various 
qualities and price categories. Consequently, the ideal world for an individual or 
company would be one with fierce competition between market participants in all 
market areas, with the exception of that market area in which they offer their 
goods and services. There is a high temptation to reach a position of exclusivity in 
one's own field - in extreme cases, even through illegal means. 

At this point competition policy has to step in to prevent discrimination against 
potential competitors and to avoid an inefficient use of production factors, which 
reduces available income. Exemptions from competition only allow advantages 
(e.g. monopoly rents for production factors, a company exerting monopoly market 
power) at the cost of consumers and suppliers of factors of production. As the 
number of exemptions increases, the advantage turns into a disadvantage, because 
companies with market power increase consumer prices and try to decrease factor 
prices. 

To reap the benefits of competition for society, it cannot be allowed that indi- 
viduals or companies are protected against competition. Economic production and 
distribution can only be efficient if free competition is guaranteed in all market 
areas. Only then will price distortion be prevented and prices will indicate the true 
scarcity of goods and services - a prerequisite of efficiency. 

What are the main benefits of competition? In short: a high degree of wealth in 
society. At the level of individuals or families, this means low consumer prices 
and consequently the possibility to earn high real wages. 

This answer requires further explanation in light of the fact that we live in a so- 
ciety of selfish individuals. Each participant in a market economy tries to maxi- 
mise his own profit or wealth rather than the wealth of others. However, in 
pursuing his own interests he needs market participants who require the goods and 
services he offers. He can increase his income or profit by improving the quality 
of the services and goods he is able to provide, always being aware of the activi- 
ties of competitors who offer similar goods and services. Owing to these incen- 
tives and conditions, he will try to invent new products, develop better services 
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and stay ahead of or at least keep up with his competitors. All his efforts serve his 
self-interest: his desire to increase his income or profit. Nobody has to force an 
employee or an entrepreneur to get to work! Competition is the permanent driving 
force behind the individuals which rewards successful activities and penalises 
laziness and failure. Each market participant determines his own activities and is 
responsible for the results, i. e. for his level of wealth. The somewhat surprising 
outcome of this process is that each individual serves his fellow members of 
society in the best possible way. It was Adam Smith who introduced the image of 
the “invisible hand” (Smith 1776: 485) to illustrate how private activities in a 
competitive economy are co-ordinated and directed by market prices rather than 
through a central planning agency to the benefit of society. 

There is by no means a clear general preference for private markets directed by 
relative prices over a centralised and publicly organised system. An interesting 
example is the market for rented accommodation, where tenants often experience 
problems finding a suitable apartment and landlords have difficulties selecting a 
solvent tenant who will not cause problems with the neighbours. Both potential 
partners can make use of the services of real estate agents. The market for real 
estate services is highly decentralised, in which real estate agents charge fees that 
are often considered to be too high and the reputation of the agents is rather poor. 
This situation has raised the question of whether it would be better to improve the 
search process by forming a central public institution in a municipal area, in which 
all potential tenants and empty apartments can be registered. The reasoning behind 
this argument is that optimal transparency could be obtained by pooling this 
information and that it would be possible to lower the costs of searching for 
tenants and reduce agency fees. With respect to this market, centralisation appears 
imminent. 

It is not necessary to go back to the former “German Democratic Republic” to 
see the effect of having one centralised institution in each municipality. A few 
years ago the centralised registering was introduced in a large metropolitan area in 
Germany. In this case, the municipality offered a service for tenants and landlords 
to register and receive detailed information about the participants free of charge. 
This experiment was stopped after less than a year, not due to high costs to the 
community but rather to a lack of acceptance by the tenants and by the landlords. 
What lessons for competition policy can be learned from this experience? 

- The municipal institution did not operate under competitive conditions, i. e. it 
did not have to earn its money on the market and its existence was not 
threatened by competitors, so it was not forced to meet the needs of its clients 
and provide a satisfactory service. For example, the office was closed after 
4.30 p. m. during the week and throughout the weekend, which is the only time 
available for many tenants to look for an apartment. The municipality 
employees were not motivated to gather additional information, to present the 
apartments or to inform interested clients about new opportunities etc. because 
no incentive (bonuses, income or even job loss) for such efforts was provided. 

- Apparently chaotic decentralised markets are better structured than it would 
appear at first glance. Suppliers and demanders in the housing market make use 
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of various information sources often starting with informal enquiries of friends, 
relatives and neighbours. One key source is the local newspaper and more re- 
cently the internet. Real estate agents are only one part of the information and 
service system. In reality, there is a broad choice of services in different com- 
petitive markets and these markets are able to adapt in a very flexible manner to 
the needs of market participants. The level and quality of services is much 
higher in a decentralised market than in an artificial market organised by a 
public institution, which does not have the information provided by market 
prices and which therefore cannot react adequately to participants' needs. Mar- 
ket prices are the only mechanism which provide the necessary incentives to 
suppliers to improve the quality of their services according to the needs of their 
clients. 

Examining the performance of competitive markets shows that there is no need 
for the state or another institution to control costs, restructure the economy or re- 
duce unemployment. The self-interest of all market participants - enforced by 
competition - is the best incentive to reduce costs, to offer goods and services 
which are most desired by consumers and to (re-)direct production factors to the 
most profitable production lines. Should consumers get tired of an old product or 
discover their preference for a new service, they will be ready to pay a relatively 
high price for the new service and will buy the old product only at a reduced price. 
The consequent change in relative prices conveys the information to the producer 
of this good. His profit will decrease and may even turn into a loss, should he fail 
to reduce production of the old good. He is therefore no longer able to pay the 
same wages and prices for raw materials and primary products. 

In an innovative sector, those entrepreneurs who are able to produce a new 
service can expect high profits. They will try to expand and win factors of pro- 
duction from competitors, particularly from those firms reducing production, by 
paying higher prices. This process results in a continuous restructuring of the 
economy which is directed by changes in relative prices and driven by 
competition. As Schumpeter stated, competition is a process of “creative 
destruction” (Schumpeter 1943: 81-86). Schumpeter highlighted the creative part 
of the process of restructuring: the production of new goods and the creation of 
new jobs. A necessary condition for economic progress is to close factories and to 
lay off employees in “old industries”, where demand has decreased or vanished, to 
enable new developments. In contrast to this economic necessity, trade unions, 
employer associations and politicians, whose interests focus on existing jobs and 
companies, try to prevent “the loss of jobs and capital”. 

If capital owners and employees in a shrinking sector can convince the 
government to intervene with subsidies to avoid layoffs, this can be (temporarily) 
advantageous to owners of all production factors in this sector. But the price of 
distorting competition is high. In this sector the subsidised production factors are 
retained although they are producing goods which have a low market value. Con- 
sumers have to pay a price which is above market value: one part in terms of the 
market price and a surcharge in terms of an increase of taxes, which are used to 
finance these subsidies. Additionally, the creation of new companies and new jobs 
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is hampered, because the structure of factor prices is distorted in favour of existing 
companies and to the disadvantage of new efficient companies. 

Furthermore, subsidies reduce the scope of choice because they take the incen- 
tives from the subsidised company to pursue innovative activities. Subsidies pre- 
vent factors from being used in those production lines which create the highest 
value. Total income of all factor owners falls short of the optimum. In extreme 
cases, production factors are paid by the government, i. e. by the taxpayers or by 
all factor owners, although they are no longer producing valuable goods or even 
are not producing at all. It has to be emphasised that this is also not in the interest 
of consumers who demonstrated a preference through their purchasing power for a 
change in production rather than higher taxes. 

In a competitive economy it does not make sense to leave factors of production 
idle. If prices and wages are determined by market forces, competition ensures the 
most productive use. As long as an employee can contribute to production and 
does not ask a minimum wage higher than his added value to the produced goods, 
he will be employed. Thus competition guarantees the full use of production 
factors and the best possible outcome in terms of the market value of goods and 
services, i. e. of gross national product. 

The incentive to increase one's own well-being works to the benefit of all con- 
sumers who are able to take part in the market process. However, there are people 
who cannot participate in the market. So far, we have not discussed the situation 
of those who are unable to offer goods and services, nor have we considered the 
distribution of income and the need to secure a minimum standard of living. 

Redistribution of income in favour of those persons who are unable to earn 
their living is a necessary task of the state (see Chapter 4). Competition policy, 
though, deals with the problem of organising an efficient process of production. 
Competition aims at increasing the amount and value of goods and services 
available for those who contributed their input to the production process. The 
government collects taxes from factor owners for social purposes and redistributes 
market income to persons with little or no personal income, bearing in mind that a 
high minimum standard of living requires a high level of income in society. 

Given a certain level of state activities and state interventions, production 
factors may be used and distributed efficiently according to the purchasing power 
of consumers. However, this does not necessarily imply that the highest possible 
income for every individual in society is achieved. Similarly, it does not suggest 
that every company attains maximum profits. Subsidies, tax preferences and 
monopolistic positions - in particular those guaranteed by the state - may increase 
the incomes and profits of those enjoying such privileges, but only at the expense 
of a reduction in total income and a disproportionate burden on those who have to 
pay higher prices and taxes. 

If such privileges are not confined to a very few persons or companies, but are 
rather widespread across several sectors of the economy, not only would the 
majority of society be worse off, but even those who are supposed to gain would 
become “net payers” because they also suffer from the diminished total output and 
increased prices and taxes. This is true for most market economies struggling with 
low rates of growth and high rates of unemployment. As long as many actors and 
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institutions fear the loss of a small privilege and suppress competition, they will be 
deprived of the much larger benefits from a general revival of competition. 



3. Misinterpretations of competition 

3.1 “The winner takes it all” 

Competition is often regarded as a brutal struggle for survival with the 
consequence that one competitor defeats all other participants and forces them to 
leave the market. The winner of the struggle takes over the total market. Nobody 
cares about the defeated competitors, whether or not they lose their assets and 
their future source of income. 

This is a distorted perception of competition. Very often it is the absence of 
competition, namely monopoly power or state intervention, that leads to 
unemployment and exclusion from a market. In fact, competition is a very 
effective tool to allocate economic resources to their optimal use. The highest 
bidder, who pays the highest wage or the highest rate of interest, has the 
opportunity to place the production factor under contract. All production factors 
can be employed at the going market price. 

The supplier of a productive factor always has the possibility to agree an alter- 
native contract with another producer, probably at a lower price. In the absence of 
competition in a market, the suppliers of a production factor might experience se- 
vere problems such as exclusion from the market or being forced to accept 
dumping prices. The same is true for a producer of goods and services. Should he 
be unable to offer a top quality product, he nevertheless has the opportunity to sell 
his product at a lower price or to combine the product with additional services. 
Again, problems arise if he is not allowed to enter the market and compete. 

The situation of one bidder attracting a large share of available capital and em- 
ployees is usually the result of an innovative idea, the development and design of 
desired products or efficient production. If competition is unrestricted, i. e. if any 
other producer is free to enter the market without barriers to entry, the original 
company must be prepared for the possibility that the new competitor generates 
even better ideas and develops superior products. 

In competitive markets the best productive factors receive the highest price. It 
is not just the “champions” who have the chance to compete. All production 
factors will be employed as long as productivity corresponds to the asked price. 
Once competition clears the market, prices are differentiated according to 
productivity and are adjusted until supply equals demand. In fact, the economic 
rents are jeopardised by competition. A producer or a production factor may 
realise an extra profit because he anticipated a particular scarcity or because he 
was lucky to be operating in a market which experienced an unexpected increase 
in demand. High profits are a highly effective incentive for producers to partici- 
pate in these profitable activities and to shift production factors from less 
profitable activities to the new market. Nobody likes to watch his profits being 
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squeezed by a change in demand or by an innovation, yet the threat of incurring 
losses or falling below a normal profit rate is often sufficient in that it leads to a 
restructuring of the production process, a reduction in costs, an improvement in 
the quality of products and in the qualifications of employees. 



3.2 “Competition is profit-orientated and increases prices” 

According to the above statement, prices could be reduced if suppliers were not 
allowed to demand a surcharge, i. e. they could not increase prices to support their 
own profit margins. This idea has been formalised in regulations for non-profit 
organisations, and governments have tried to expand this cost-pricing regime to 
sectors which could potentially be left to the private market system: water supply, 
housing, electricity, public transport. However, the economic justification for such 
practices is unsustainable. 

Firstly, this principle of calculation has only been used and can only be used in 
monopolies and in cases where the state grants subsidies based on the production 
of goods or services. The cost-pricing principle cannot be applied to a competitive 
market. 

The idea that prices can be reduced via the profit margin is not only an illusion, 
it has the opposite effect, namely higher prices. One of the great challenges for 
economists is to control costs by finding ways to reduce them. For example, if a 
person or company has all costs reimbursed, there is no incentive to limit costs of 
wages, fringe benefits, travelling costs etc. Paradoxically, the principle of covering 
all costs induces the creation of costs. This is the reason why the principle of re- 
imbursement of costs leads to higher prices than a situation where prices are con- 
trolled by competition. In addition to this empirical fact, there is a common mis- 
understanding of the term “profit”. If an entrepreneur is also the manager of his 
own company, he usually receives both a return on his capital including a risk 
premium - and on the effort he invests in running the company - all these compo- 
nents are regarded as profit. 

Under a “costs-only regime” these profits of the entrepreneur have to be re- 
stricted by law and usually they are only accepted to a very limited extent. If the 
same person is employed as a manager in a joint-stock company and lends his 
money to that company, his salary and interest earnings are regarded as costs. 
These costs are accepted at face value. To avoid restrictions in claiming capital 
costs, capital owners could lend their money to an alternative company and go on 
monthly salary instead of running their own enterprise. It can be seen that the 
principle of reimbursement of all costs induces the substitution of profits with 
costs, i. e. of returns on equity with interest on loans, or of profits of the self-em- 
ployed with wages earned on contractual employment. 

Ironically, it is competition that cuts out extra profits and limits capital costs 
and management costs to the market value of the services provided. But 
competition has even wider-reaching implications for the control and reduction of 
other costs. If one producer is able to reduce his costs, he then forces other pro- 
ducers to reduce their costs as well to avoid suffering losses or losing market 
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share. In a competitive system there is no need to regulate or approve costs, i. e. to 
define upper limits for capital costs, management salaries etc. or to supervise cost 
calculations. Competition - not regulation - is the way to reward cost-reducing 
measures and to prevent producers from charging high prices due to avoidable 
costs. In essence, competition guarantees efficiency and low prices. 



3.3 “Competition destroys capital and jobs” 

In competitive markets the closure of companies can be observed, in spite of the 
fact that buildings and equipment are still intact and employees are willing to con- 
tinue production. The superficial conclusion drawn from this phenomenon often is 
that competition leads to the destruction of capital goods and jobs, and that it is in 
the interest of the public to continue to make use of still functioning machines, 
equipment, buildings and available labour. Politicians in particular are often at the 
forefront of attempts to “rescue these apparently sound companies”. 

The impression that competition leads to a waste of production factors is not 
correct. Protection of capital goods from wastage is already fairly high in a market 
economy because it is in the owner's interest to ignore sunk costs. It follows that if 
there is no alternative use of the tied-up capital goods, opportunity costs are zero 
and the capital owner is willing to lower the price of capital usage to a level close 
to zero in order to receive at least a small return on equity in preference to closure. 
He might then use the strategy of reducing the price of his products accordingly, 
in order to stay in the market. On the other hand, a new competitor, who has to 
invest in new buildings, machines, and equipment, has to calculate the complete 
capital costs. In this situation opportunity costs are high as the capital has not yet 
been tied up in assets and can be put to an alternative use. 

The same holds true for employees. If their opportunity costs are low, i. e. if 
they cannot earn more money in alternative jobs or if their mobility costs are high, 
they will be willing to accept a lower wage, which would reduce labour costs of 
production, thereby allowing a further price reduction of the goods produced. A 
new producer entering the market would have to pay higher wages and his poten- 
tial employees would not be willing to work for a reduced salary. In contrast to the 
employees in the company threatened by closure, they can demand market rate 
wages. 

The employees of the former company also have the opportunity to earn market 
wages in another company but it may be to their advantage to keep their jobs in 
order to save relocation costs and to continue to benefit from accumulated, com- 
pany-specific human capital. From the point of view of the company, its labour 
costs can at least temporarily be sustained at a lower level than the market rate for 
wages. This is due to the fact that it has invested in human capital which is 
specific to the needs of this company (sunk costs) and because the employees 
would have to pay relocation costs, should they move to another company . 

A rational new producer is only able to force an existing producer out of the 
market if he can produce the same good at a lower price. However, the price at 
which the product of the old company is sold does not include capital costs and 
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has been reduced by savings on labour costs. Only if this low price is undercut by 
a new competitor the old producer has to give up production. Then the economic 
value of his plant and equipment is equal to the sum of the parts or even scrap 
value. 

To conclude, competition destroys neither capital nor jobs. In the process of re- 
structuring the economy, it forces producers to identify those capital goods which 
should no longer be used as they incur losses for the “owner” and for society. 
There is no benefit to be reaped by society which would offset these losses and 
there is therefore no justification for subsidising these activities. The efficiency of 
competition in selecting plants which should be closed down and relocating 
factors of production to achieve optimal usage is hard to accept. Interest groups 
will always try to convince politicians that it is in the interest of society to avoid 
the “destruction of capital”. This decision should, however, be left to the market, 
although in certain cases it might be helpful and even necessary to support new 
job opportunities for employees who might otherwise depend on social security 
payments. 



3.4 “Competition is unjust, anti-social and inhuman” 

In competitive markets employees are not paid according to their needs, number 
of dependants or personal difficulties. The yardstick for returns on labour is pro- 
ductivity, calculated as the market value of labour output which might be low or 
even zero for employees with personal handicaps. 

Again, competition intensifies incentives to increase economic wealth. The in- 
centive for employees is to earn money and this directs their efforts to accumulate 
knowledge, achieve qualifications, choose a job with career prospects, offer 
flexible working hours etc. Competition enables employees to work to their full 
potential and to gain promotion by improving their job qualifications. Market 
economies rely on employees taking responsibility for their efforts and 
consequently their income. This results in efficient production and increases the 
welfare of society. 

One important characteristic of competition is that individuals and companies 
have the freedom to choose suppliers and clients. In market economies the 
existence of numerous suppliers and demanders prevents one party abusing its po- 
sition of a sole supplier or demander to abuse market power. In a centrally planned 
economy, however, many goods and services are delivered by just one supplier. 
Worse still, the decision on allocation of goods and services often rests with one 
person only. Note that this is also a disadvantage of many public services. 

Competition enables each individual to make full potential use of his skills and 
to optimise the combination of working time (and therefore income) and leisure 
time. However, it cannot guarantee a minimum level of income, nor can it fulfil 
social obligations. Competition increases total income for redistribution but it is 
not instrumental in influencing distribution according to social norms. 

Many people claim that private companies, especially large enterprises, are too 
profit-orientated and only serve their own interest. Often companies suffer from a 
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negative public image. One way to improve the image of a company and the 
understanding of its activities is to develop corporate governance principles and to 
increase transparency. The best option a government has is to secure competition. 



4. Limits to competition 

It has been shown above that competition is very efficient in the allocation of re- 
sources, i. e. in organising the production and distribution of private economic 
goods according to individual preferences and the market performance of the 
labour force and capital owners. With a few exceptions, there is no reason to hand 
the production of goods over to state institutions. A prerequisite of competition is 
a functioning market price system which reflects the scarcity of goods and directs 
private decisions. There are, however, some economic fields which are 
characterised by the absence of a functioning price system and competition in 
these circumstances has its limits. These fields are known in economic literature 
as cases of market failure. 



4.1 External effects 

Positive and negative external effects on the environment, on the output of other 
producers and on the utility of consumers are not considered by market 
participants when making decisions. In these cases, private costs and market 
prices do not include total costs to society or the total value of goods and 
activities. In economic literature it is acknowledged that these external effects can 
be internalised or corrected by state intervention in the market process. 
Admittedly, competition does not work properly if severe external effects are pre- 
sent and total welfare can actually be increased by policy measures correcting the 
deficient price system. One potential risk is that state intervention could worsen 
the distortion of private and social costs or benefits as well as disrupt fair and 
economically efficient competition. This is due to the fact that there are only 
indirect measures available to correct external effects and that there exists a ten- 
dency to combine additional goals with these measures. These are critical points to 
bear in mind when formulating new policy measures. 

A key example of an external effect is the negative global effect of air pollution 
on the climate and living conditions worldwide, e.g. through the emission of C0 2 . 
This problem cannot be solved by competition because no company or private 
household has to calculate the extent of the damage caused by its activities to 
other households across the globe. At this stage there is no problem of disturbed 
competition as producers worldwide can ignore external costs, but an environ- 
mental problem does arise. 

In reality the state has numerous intervention mechanisms available which are 
designed to improve the quality of the environment to the benefit of its citizens. A 
conflict with the goal of undisturbed competition could arise because taxes or 
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charges may be imposed on the producers of those goods which cause negative 
external effects. 

For example, if a national government aims to reduce C0 2 -emission, it could 
place a tax on energy consumption or charge the emission of C0 2 directly. With 
regard to local goods (as opposed to internationally tradable goods), there is no 
conflict with competition goals on part of the producers because relative prices 
have been corrected in the same way for all producers in the country. 

Although the external effect on consumers is usually not included in the 
analysis of competition, this problem merits further discussion. Consumers in a 
country with higher charges on emissions have to bear the costs of an environ- 
mental improvement in the form of higher prices for local goods. However, the 
bulk of the benefits of this improvement accrues to citizens of other countries. 
Therefore the competition between nations to attract well-trained and highly quali- 
fied inhabitants may be disturbed. If citizens in one nation face high costs as a 
consequence of environmental taxes on local infrastructure (e.g railways, roads, 
incineration plants) this will influence their decision concerning their preferred 
place of residence. If the financial burden appears too high, they may move to 
another country where there is little or no tax on local infrastructure. The lesson to 
be learned is that at least the members of the European Union should endeavour to 
co-ordinate their environmental activities in order to share the burden of environ- 
mental improvement and to levy the taxes on a large number of beneficiaries. 

The conflict between environmental goals and competition goals on the pro- 
duction side arises in respect of tradable goods, i. e. goods which can be imported 
and exported. If the production of such a good is taxed for environmental reasons 
in one country only, the measure will tend to reduce production in that country. 
However, the effect on consumption may be negligible because the same good can 
be imported. It is likely that production in other countries will increase 
proportionally to the decrease within the country with an environmental tax. The 
impact on the environment might be close to zero or even negative if environ- 
mental standards in other countries are relatively low. But despite this negligible 
environmental effect, such a tax severely distorts competition. Costs of production 
are increased by the tax in one country only and remain at the original level in all 
other countries which do not introduce an environmental tax. Production will be 
shifted to these “cheaper locations” as producers select the optimal site for pro- 
duction of their goods. One result of the distorted competition is inefficient inter- 
national production. 

The existence of external effects on a global scale and the resulting market 
distortions cannot be corrected at a national governmental level. The sole possi- 
bility of finding a solution that creates a level playing field for producers in all 
countries and allows efficient production is through international co-operation. 
One important condition for undistorted competition is agreement on property 
rights, e.g. on the use of water resources or fishing grounds, a maximum limit on 
pollution emissions. Where it is possible to restrict and certify property rights - 
e.g. tradable certificates for C0 2 -emission, which will be introduced in the EU as 
of 2005 - competition can benefit the owners of these rights. For example, 
pollution rights may be sold, leased or donated by national governments to indi- 
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viduals or companies. Under such conditions, property rights (in form of the cer- 
tificates) become a scarce production factor and can be traded on competitive 
markets which optimise the allocation of property rights to meet the most urgent 
needs. The promise of higher global income as a result of internationally agreed 
property rights can help to overcome potential objections from certain countries 
which may arise during negotiations to agree these rights. 

Although the potential exists to establish competitive markets for property 
rights and thus to make the best use of environmental resources, it must be recog- 
nised that many difficulties still remain, ranging from the incentive for nations to 
act as “free riders” and misinterpret or disregard international agreements, to the 
technicalities of defining, delineating and controlling property rights. In addition it 
has to be acknowledged that there are some external effects which cannot be de- 
fined and treated like marketable goods. Distortions to competition will remain 
then in some cases, even if governments endeavour to correct these effects. 



4.2 Public goods 

If citizens cannot be excluded from the consumption of a good once it is produced 
and provided (public good) it is not possible to organise a competitive market as 
the citizens already receive the good without direct payment. Consequently, they 
do not reveal their preferences, i. e. their ability and willingness to pay in the same 
way as a customer in a normal market. There is a high incentive to conceal their 
need and ability to pay for this good. Examples of public goods include flood 
protection, public security, external security and environmental quality. 

The production of some public goods may be organised competitively, e.g. the 
construction of dams and reservoirs to regulate the flow of a river, but “ flood 
protection” cannot be sold as a good on the market. As soon as one person con- 
structs a dam and becomes a consumer of the additional flood protection, other 
individuals in the vicinity cannot be excluded from consumption: they can enjoy 
the benefits of this good without having to pay for it, making a functioning market 
impossible. Even if it were possible to delineate the total group of beneficiaries, 
they should not all necessarily have to pay the same price for their share of the 
benefits. In the case of flood protection, the threat of flooding differs according to 
capital invested and endangered, quality and height of the land and the cost of 
being unable to use the land during a flood depending on normal land use. Finally, 
it is impossible to assess the willingness of the citizens to pay for this public good, 
as they have different attitudes towards risk as well as conflicting needs according 
to their individual circumstances. 

In this case it is clear that there is no market solution to the problem of 
stipulating the degree of protection and distributing costs among the potential 
beneficiaries. Society must find an alternative democratic process of decision- 
making to define the levels of production and consumption and to allocate the 
costs (e.g. contribution according to the size of land, tax on land, tax on 
inhabitants). 
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4.3 Natural monopolies 

The experiences of the last decade have shown that dealing with natural monopoly 
is far more complex than was originally assumed. More specifically, we have 
learned that many features of so-called “natural monopolies” are not organic 
characteristics of monopolies but emerge as a result of public regulation. The 
liberalisation of markets and introduction of competition in sectors which have 
traditionally been regarded as natural monopolies has encouraged the development 
of new technologies and resulted in a dramatic reduction in costs and prices. The 
newly established markets for telecommunications, electricity, gas, waste disposal 
and drinking water are good examples. 

The economic assertion that there is a tendency towards a natural monopoly if 
marginal costs decrease with increasing production (as can be observed in net- 
works) holds true, but it has long been overlooked that the same network can be 
used for different products and services. New ideas and technical inventions have 
also made it possible to make use of alternative networks and close substitutes for 
traditional products. 

The carelessness and over-enthusiasm of many participants in these new mar- 
kets has incurred high losses for both competitors and investors, though there has 
been a dramatic increase in the variety of goods and services available and a rapid 
decrease in the prices of traditional products. 

The demand for regulation of these markets is another issue that has emerged, 
largely due to the need to regulate and control access for producers and competi- 
tors to infrastructure networks. However, this does not imply that competition is 
eliminated. The regulating institution guarantees free access to the network but 
competition can still take place between suppliers. An ongoing problem is the re- 
luctance of public authorities to accept that competition is an efficient way to im- 
prove the supply of goods traditionally delivered by states and local authorities. 



4.4 Social policy and redistribution 

In every society there are citizens who are unable to earn a decent living - some 
receive no market income. If the families of these citizens cannot provide them 
with sufficient financial support, the state has to guarantee at least a subsistence 
level. In most societies the minimum standard guaranteed depends on the average 
standard of living or the level of wealth. Although this socially accepted minimum 
level of subsistence may change over time, citizens can rely on the solidarity of 
society. Many states go one step further and reduce income and wealth 
differentials by imposing a progressive income tax or pursuing similar policy 
measures. For the tasks of redistribution state intervention is necessary. 

According to the principle of subsidiarity usually every citizen is obliged to 
work to the best of his abilities to support his own subsistence. Competitive mar- 
kets act as an efficient tool for enabling citizens to attain their highest possible in- 
come level so that the state can concentrate transfer payments to fill the remaining 
gap between the defined level of minimum income and the market income of all 
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those citizens in need. Hence, the assertion “competition is unjust, anti-social and 
inhuman” (see Chapter 3.4), should be replaced by the statement: competition is a 
very efficient way to optimise individuals" abilities and reduce the costs of social 
policy. 

This type of social policy and redistribution is compatible with a market 
economy because it obeys the general principles of living in a society and serves 
all citizens entitled to receive welfare payments. In principle the same is true for 
means-tested measures such as the direct supply of free health services which 
certain countries offer their citizens. However, if social policy shifts from a trans- 
fer system to the provision of direct services, it raises the question of whether it 
would not be better to deliver these services through private suppliers competing 
in the market place in order to keep costs at a low level or to improve the quality 
of these services. 

The critical issue for compatibility of social policy with competition for many 
countries lies in the design of their state-funded programmes which, almost with- 
out exception, include a social component for reasons of political acceptability. In 
most cases this is an arbitrary inclusion which can effect individual prospects and 
occasionally the competitive conditions within which companies operate, as pri- 
vate costs and market prices are distorted. One key test for the compatibility of 
social policy with competition is the eligibility of all citizens with the same 
financial profile; the additional test is the absence of intervention into competitive 
markets. 



4.5 Merit goods 

According to the concept of merit goods, a parliament or government has an over- 
riding responsibility to act on behalf of its citizens that is justified by the 
assumption of the short-sightedness of individuals. It is assumed that under certain 
circumstances individuals will make ill-informed decisions which will not in fact 
serve their interests best. Examples of such decisions include the argument that 
children and their parents underestimate the importance of education, that young 
people spend too much money on consumption underestimating their own needs 
after retirement, or that low income households do not spend enough income on 
housing underestimating the importance of a decent home for the family. If there 
is evidence that such short-sightedness can be justified or that there is a general 
lack of information available to citizens (especially common with young people), 
the state alone can influence the preferences of private households. This is not a 
case of subsidising or supporting these citizens, but rather of redirecting individual 
incomes from personally preferred goods and services to other purposes which 
serve the “real interest” of the citizens. 

Listening to politicians, one might get the impression that they do not accept 
voters" preferences for most goods and services. Politicians take responsibility to 
correct the pattern of consumption of almost all households by reducing housing 
prices, increasing the prices of farm products, taxing alcohol and tobacco etc., and 
supplying goods and services at prices which do not meet production costs. Many 
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of these goods are referred to as “services of general economic interest ” (see the 
article by Phedon Nicolaides, pp 197-231), an interesting catch-all title, in that it 
opens the floodgates for the inclusion of just about any government activity and 
distortion of competition. 



5. Competition in danger 

Competition policy deals mainly with the market power of private companies. It 
tries to prevent companies from exerting power over competitors and from ex- 
ploiting consumers and taxpayers. This is the main field of competition policy, i.e. 
to define the rules for competition, to observe and control the behaviour of market 
participants and to restore competition when private companies and organisations 
use their market power to discriminate against competitors. 

At the same time, governments themselves distort competition by im- 
plementing a broad variety of measures, most of which are classified as “state 
aid”: direct subsidies, cross-subsidisation and tax preferences. Other measures are 
also used, e.g. market protection, exclusive contracting, public supply of private 
goods and services, legal preferences etc. It is therefore essential that competition 
policy incorporates both the private and public sectors. 



5.1 Monopoly power 

Companies have strong incentives to avoid or suppress competition and to gain 
monopoly power. Life is easier without competitors offering the same goods at 
lower prices, introducing rebate systems and inventing new products. Therefore 
companies strive for an exclusive position in their markets - not only at the cost of 
existing and potential competitors, but ultimately at the cost of customers as well 
as suppliers of resources and labour. 

Much energy has been spent trying to gain market power rather than 
developing high-quality products. Mergers, cartels and collusion are well-known 
instruments of companies seeking to control the market. This is the traditional area 
of competition policy, which has been used many times in the past to limit mo- 
nopoly power. It is widely acknowledged that it is necessary to control the abuse 
of power by companies which have already obtained a dominant position in the 
market and subsequently seek to reduce competition. 

The temptation to gain monopoly power will not disappear as long as there are 
rivals competing in a market. Therefore the ongoing control of market processes 
and implementation of effective measures to counter the abuse of market power 
remain essential elements of economic policy, in order to preserve the benefits of 
competition for consumers and suppliers of resources. 
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5.2 Industrial policy 

Industrial policy can be characterised as a deliberate move away from competitive 
principles in order to create a “national champion” or even a “European 
champion”, which is tolerated and in some cases heavily supported by the state. 
Large companies cultivate the image of being highly efficient, creating many jobs 
and contributing significantly to the wealth of a nation. They profess to support 
national goals such as independence from production in politically unstable coun- 
tries, job creation, development of new technologies, support of large capital- 
intensive projects and pursuit of national interests through strategic trade policy as 
well as in trade disputes. 

Where do the conflicts arise? Economists have no objections against large and 
effective companies if they act under competitive conditions and are not 
subsidised at the cost of taxpayers or other producers. Access to the markets of big 
companies should be guaranteed for existing companies and newcomers, including 
smaller competitors. 

However, a conflict does arise when a company is supported by the state in its 
bid to become or remain a “national champion” or a “global player”. Initially, 
companies appeal to politicians to assist them in the process, e.g. by tolerating a 
merger (despite the resulting reduction or elimination of competition in several 
markets), by generously subsidising high-risk projects with an uncertain outcome, 
through the purchase of shares, placing public orders etc. It can be seen that even 
at this early stage, tax revenues are being diverted away from citizens to the 
“global player”, in the hope that this money will eventually be repaid with a divi- 
dend. Experience shows that these companies finally require additional public 
money. In the case of mergers another problem has to be addressed: a restriction 
of competition may result in dominant control over market prices of consumer 
goods, wages and prices paid to suppliers of primary products. 

With the recent tightening of state aid control by the European Union, the 
negative effects of large companies trying to gain market power tend to 
materialise in exemptions from rules of competition. In such cases politicians 
supporting the firms resort to similar arguments as those used to justify the crea- 
tion of a “national champion”. This constitutes a threat to competition. 

In economic theory it can be shown that under certain conditions it is possible 
to gain from strategic trade policy. One such condition is monopoly power of a 
large company (or a group of firms acting collectively), capitalising on their status 
as a global player to exploit consumer rents in other countries. In this strategic 
game the state can participate and - theoretically - receive returns. In reality how- 
ever success is unlikely because the firm will tend to demand a monopoly price 
both in the home and host countries, and foreign governments may react by 
supporting their own global player. The support and protection of “national 
champions” is difficult to justify - the empirical evidence to support the argument 
in favour of strategic trade policy is unconvincing. 1 The main danger is that 



1 See Krugman and Obstfeld (2000: 275-296) for a detailed analysis of the consequences 
of strategic trade policy and the experiences with this policy in industrial countries. 
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representatives of other countries will react in kind, possibly leading to a trade 
war. 

The alleged positive effects of a concentration of economic power within one 
large company in the specific field of research and development are also 
questionable. Theoretically, the possibility of a positive effect cannot be com- 
pletely excluded, but no empirical basis exists for a strong argument in favour of 
supporting large companies in their bid to control a market (SCHMIDT and 
SCHMIDT 1997: 111). 

Furthermore, it has been argued that a trade-off exists between competition and 
job security. In fact, this is only true for the supported large company. For the 
economy as a whole, the effect on employment is probably negative. If a govern- 
ment starts to subsidise a project which then runs into trouble, it tends to continue 
to pour money into the project to ensure its survival. So far, the effect on jobs re- 
lated to the project is positive. However, the money used to finance this project is 
taken from other companies which have to pay higher taxes. Even assuming that 
not more jobs will be destroyed by the tax increase than have been rescued by the 
subsidy's total income, inefficiency will be the ultimate consequence as efficient 
jobs are merely substituted with inefficient jobs. 

All European countries have (largely negative) experiences with industrial 
policy. One of the best known European examples of industrial policy is the 
AIRBUS project, which is generally regarded as a success. The idea was to 
establish a competitive “European champion”, firstly, so that the region would not 
rely so heavily upon the US airline industry and secondly, to promote a high-tech- 
nology sector. A feature of the airline industry is the high costs of market entry, 
yet AIRBUS produces high quality planes and has gained a significant market 
share. As a result, consumer choice in the airline industry has effectively being 
increased and the monopoly power of a group of companies operating out of one 
country (the US) has been challenged and reduced. These are the benefits of the 
AIRBUS strategy. 

However, the costs of the project must also be considered. The initial subsidies 
for this project were estimated at about US-$ 10 bn 2 , and the production of 
AIRBUS is still dependent on a continuous flow of subsidies. The European 
countries involved cannot afford to subsidise additional projects which would also 
absorb a great deal of tax revenue. Besides, it is difficult to assess the alternative 
scenario, had AIRBUS not been established and the market allowed to develop 
organically. It is unlikely that the merger of McDonnell Douglas and Boeing 
would have been accepted, so the benefits of government intervention are doubt- 
ful. 

Even with the knowledge we have today it would not be easy to make a clear- 
cut recommendation for a similar decision, bearing in mind that structural 
decisions cannot be revised without high costs. Competition policy has to take into 



2 Initial subsidies only can be estimated because the AIRBUS company had a form of 
organisation which freed the company from disclosure requirement. See “Strategische 
Handelspolitik in der Flugzeugindustrie im Lichte des GATT/WTO-Regimes”, 
http://home.t-online.de/home/zimmthompub2/PDFstrapol.pdf 
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consideration that the costs of market entry and market exit can be very high - as 
in the case of the airplane industry. The institutions responsible for ruling whether 
an action constitutes a distortion of competition must take all these factors into 
account. Owing to the complexity of these arguments, we can talk about the “art 
of competition policy”. 



5.3 Cross-subsidisation 

The single most important measure used to improve the quality of the environment 
is to put a price on the use of scarce environmental resources, i. e. to charge pro- 
ducers and consumers directly for the emission of pollution, or to tax the 
production and consumption of goods which have a detrimental effect upon the 
environment. The idea behind this measure is to levy a tax or fee whenever the 
social costs of production and consumption are higher than the private costs in- 
curred, so that external costs become internal costs and private decision-makers 
are forced to take the total social costs into account. This is a necessary condition 
for economic efficiency. Without such measures, an environmental problem 
arises, as well as the problem of inefficiency (though not necessarily a problem of 
competition). 

The cause of inefficient production is shown in a simplified diagram (Fig. 1) 
Both products X and Y in countries A and B are produced without taking the costs 
of pollution into account. This constitutes a waste of environmental resources. The 
inefficiency problem does not imply a competition problem, as all producers in 
both countries can make use of the environmental resources either at zero cost or 
at a price which is lower than the cost of the environmental damage. The amount 
citizens may be prepared to pay for a better quality of the environment is also not 
reflected. Producers are competing on a level playing field (Fig. 1 ). 
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Fig. 1. Costs per unit of production 
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They only calculate their private costs (which are assumed to be equal in both 
countries) and so ask the same price. 

If country A now introduces a tax on either the pollution caused by the 
production of product X, or on the product itself, part of the external costs will be 
internalised and will become private costs (see left, Fig. 2). Consequently, either 
the price of product X will rise (in the case of local goods) or profits of the pro- 
ducers of product X in country A will fall (internationally tradable goods). Pro- 
duction of product X and pollution in country A can be expected to decrease, even 
if social costs per unit remain the same. The decrease of pollution is the intended 
effect of a tax on pollution. 

However, the tax affects competition. Whereas producers in country A suffer 
an increase in costs, because they indirectly pay for the use of environmental 
resources, producers in country B continue to use these resources free of charge. 
Producers in the two countries are no longer competing on a level playing field. 
Producers of an internationally tradable good X in country B can undercut the 
prices of their competitors in country A and increase exports to A. In the case of 
total substitution the price and level of consumption of product X will remain at 
the original level in both countries. The increase in pollution in country B com- 
pensates for the decrease in country A, so the total pollution level across both 
countries remains the same. The only effect of the pollution tax is a shift in the 
production of X away from country A to country B. At this point in the analysis, 
product Y is not affected. 

In reality environmental policy usually has wider aims. Policymakers tend to 
impose measures with a two-fold effect on the environment: revenues from the 
pollution tax are used to subsidise production of a similar good which is produced 
without creating such a high level of pollution (cross-subsidisation). 

An example of cross-subsidisation is a government which places a tax on 
electric energy produced by burning fossil fuel, and use the tax revenues collected 
to subsidise wind-powered renewable energy. The effect this subsidy has on costs 
is shown in Fig. 2 (right). The subsidy for product Y (wind-powered energy) re- 
duces the private costs of production of product Y in country A, so allowing pro- 
ducers in A to reduce prices. Competition to produce the tradable good Y is also 
distorted if producers in country B do not receive a similar subsidy. There is no 
longer a level playing field neither for product Y nor for product X. The location 
of production of product Y will shift to country A. The total levels of production 
and consumption will increase due to the granting of subsidies to producers in A. 
They will therefore take over the production of country B, and total production 
(which has increased overall) will be subsidised. Total negative external effects in 
sector Y will increase substantially. 





22 Johann Eekhoff / Christiane Moch 





Product X 

Country A Country B 


Product Y 

Country A Country B 












external 

costs 




external 






external 

costs 


■ 






■ 


costs 








■ 


external 




subsidy 


■ 










■ 


costs 






■ 








private 

costs 

including 

environ. 

tax 


1 






private 


I 


private 

costs 






1 


private 

costs 




costs 


1 







Fig. 2. Costs per unit of production after environmental measures 

Although the negative external effect of pollution caused by producing one unit 
of Y is less than that caused by the taxed product X, it should be noted that the 
subsidised production of Y will also result in negative external effects (as shown 
in Figs. 1 and 2) e.g. damage to the landscape, threat to wildlife, noise pollution, 
polluting emissions due to construction of windmills. As total production of Y in- 
creases, pollution increases. In the example shown in the diagrams this increase in 
pollution is not offset by a reduced production of X (the intended effect of the en- 
vironmental policy measures) because production of X will be shift to country B 
and total consumption will remain unchanged. The overall negative effect on the 
environment is due to the subsidies granted for subsidising the production of Y, 
which have a negative impact on the environment. Only if subsidies are high 
enough to reduce the market price of product Y below the market price of product 
X (i.e. cost of production in country B), and if the products are perfect substitutes, 
would demand shift from product X to product Y. In this case pollution might de- 
crease but even the shift in demand from a product which causes high negative 
external effects to one whose effects are relatively small can be offset by the arti- 
ficially increased subsidised consumption. Furthermore, if social costs of 
production (the sum of private costs and external costs) are higher for product Y 
(which causes relatively low negative external effects) than for product X (which 
causes relatively high external effects), the combination of taxing X and 
subsidising Y would be a loss of welfare for society. 

This example shows that that cross-subsidisation is a dangerous tool. It does not 
serve environmental policy goals and in fact distorts competition. The lesson for 
environmental policy makers is that the production of all goods, which cause 
negative external effects should be taxed. Subsidies have to be confined to the 
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production of goods with positive external effects. Subsidisation of products 
causing even low levels of pollution ultimately increases the production of these 
goods and therefore increases the total level of pollution rather than reducing it. 
The positive effect of a tax on the production of tradable goods which cause heavy 
pollution is only effective in terms of an improvement of environmental quality - 
its effect on competition is neutral - if the producers in all countries are required 
to pay the tax. 



5.4 State aid 

The aim of state aid is not to correct external effects, but to stimulate regional 
development, restore the competitiveness of companies in serious difficulty, save 
jobs, create a national champion and support “sensitive” sectors (e.g. coal mining, 
steel, shipbuilding). Many interest groups within society urge national govern- 
ments to use public funding for particular projects, or to increase current levels of 
state aid. Almost unavoidably, the idea of state aid conflicts with the principles of 
competition because state aid discriminates against non- subsidised companies in a 
certain sector, or across several sectors, in both domestic and international mar- 
kets. 

The European Union has implemented a system of state aid control. Article 
87 (1) prohibits “any aid granted by a Member State or through State resources in 
any form whatsoever which distorts or threatens to distort competition. [...]” 3 The 
Commission and the European courts have defined four cumulative conditions un- 
der which national state aid is not permitted:- 

• use of state resources 

• conferring of an advantage to a beneficiary company 

• selectivity of the advantage 

• distortion of competition on a cross-border dimension 

In the past, the European Commission has been fairly successful in reducing 
state aid. However, the system still contains many loopholes. Although state aid is 
generally prohibited (especially subsidies granted for operating costs), there are 
legal exemptions (e.g. rescuing a company, environmental protection, regional 
development, “sensitive” sectors). The classification of several policy measures is 
vague, and member states often try to win further exemptions or to intervene if the 
Commission attempts to end state aid. 

The structural programmes of the European Union are not classified as state aid 
and are not legislated for under Article 87. Although these programmes" aims are 
regional development and social cohesion, they may distort competition. More 
importantly, they tend to reduce efficiency. If a company is offered a grant to in- 
vest in a particular region, this is not necessarily considered a competitive problem 
because the same grant is available to all potential investors. However, it can be 
argued that the subsidy is selective to companies already located in that region. 



3 See http://www.europa.eu.int/eur-lex/en/treaties/selected/livre2 19.html 
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The criterion of selectivity gains in importance as the effect of direct subsidies 
(excluding grants for the improvement of infrastructure) on regional development 
and overall growth is questionable. Structural funds, which are increasingly used 
to reduce regional disparities (usually measured in GDP per capita ), act as an 
instrument of income redistribution and subsidies should therefore no longer be 
granted to companies. Social policy based on regional redistribution of wealth is 
inefficient and anti-competitive. 

European structural funds must be examined from the perspective of 
competition between different production locations. The cohesion fund is one 
example of a distortion of competition between regions. The fund was designed to 
alleviate the adjustment of economic conditions in Greece, Ireland, Portugal and 
Spain to meet the Maastricht criteria for entering European Monetary Union. 
Despite the fact that the Monetary Union started on 1 st January, 1999, the cohesion 
fund still exists. One consequence of the cohesion fund is that companies and 
citizens in these four countries do not have to bear the full costs of infrastructure 
projects, so taxes which are required to finance public services can be kept at a 
low level. On the other hand, companies and citizens in the remaining member 
states of the EU have to pay additional taxes to finance the cohesion fund. The 
overall effect of the fund is therefore a tendency to deliver subsidised public 
services in countries benefiting from the fund and to pay a surcharge on normal 
taxes in contributing countries. This distorts companies" location decision, as they 
choose to invest and produce in countries benefiting from the fund. The original 
goal of increasing investment in these countries has been achieved, but at the cost 
of competitive distortions. 

Since the beginning of the accession process for EU enlargement, the definition 
of “state aid” has again become a key issue. State aid is a broad concept, but so far 
the Commission has concentrated on direct expenditure at the level of state 
budgets. In Central and Eastern European countries, however, indirect transfers 
are a common form of state aid. Companies frequently cancel or reduce their tax 
payments and social security contributions. This is not a case of general tax re- 
duction (which is considered acceptable for competition policy purposes) but 
rather of the refusal of individual companies to pay due taxes and contributions 
and state" s acceptance of such refusals. The historical roots of this practice date 
from the formerly central planned economies which existed in these countries. 
Unpaid social security contributions (as a percentage of due contributions) in the 
year 1997 ranged from around 22 % in Slovenia, to 49 % in Hungary and 56 % in 
Bulgaria (Atanasiu 2001: 266). 

The European Union has reacted to the widespread practice of indirect state aid 
with a tightening of control over fiscal instruments. However, many technical 
problems remain unsolved: is a deferred or reduced payment of taxes and social 
security contributions an incentive to restructure a company? are these arrears a 
form of state aid if they are effective only over a limited period of time? 

Progress has been made in the control and reduction of state aid. Unfortunately, 
member states are very imaginative in finding new ways to subsidise individual 
companies and whole sectors of the economy, creating problems of inefficiency 
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and a lack of competition, as most of the measures implemented give selective 
advantages to individual companies. 



5.5 Services of general economic interest 

In recent years, one way to safeguard public activities against private competition 
has been to resort to the term “service of general economic interest” (SGEI, 
Service Publique, Daseinsvorsorge) which has found its way into the draft of the 
Treaty of the European Constitution. The term incorporates the idea that services 
of general economic interest should be included in the domain of public 
administration, i.e. they should not be regarded as open for private companies. 
Examples of such services include the promotion of start-ups, water supply, waste 
collection, combustion plants, supply of infrastructure, operation of sewage and 
public transport systems, libraries, hospitals, kindergartens, operas, theatres, music 
halls, congress centres, centres for tourism, swimming pools, harbours, banks and 
housing organisations. 

This concept, which seems to gain increasing support from the member states 
of the European Union 4 , must be challenged for two reasons. Firstly, the fact that 
these services are delivered by public authorities does not necessarily imply that 
they cannot be delivered by the private sector. Secondly, even if public authorities 
were responsible for some of these services, it could potentially be more efficient 
to involve private companies (see the article by Phedon Nicolaides, pp 197-231) 

A convincing justification for public activities is the existence of public goods 
which are characterised by the condition of non-exclusion, i. e. once the good is 
produced, no consumer can be excluded from its consumption. A quick look at the 
evidence reveals that only a few of the activities declared as services of general 
economic interest actually meet this criterion, such as the use of streets by 
pedestrians. What remains is a broad variety of services which are delivered by 
public authorities either because politicians wish to correct citizens" preferences 
(merit goods), or as a result of expected insufficiencies of private markets, which 
has to be proved in every case. 

The main reason for scrutinising public services is that these activities are not 
subject to the market test, where costs are controlled by competitors eager to gain 
market share. Public services are provided using tax revenues or revenues from 
charges and fees set by public authorities. Private suppliers are usually excluded 
from these markets, either explicitly or as a result of subsidised prices of public 
suppliers. 

The recent drive towards privatisation of public services should not be dis- 
rupted although the European Union currently stresses the importance of public 
authorities as suppliers of services of general economic interest. The term, 
“services of general economic interest” tends to be misused by public ad- 



4 See the article in Financial Times, April 2, 2003, “EU plan to protect public services”, 
available at www.ft.com 
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ministrations to fend off private competition, although excellent examples of 
beneficial privatisation do exist. 5 



6. The art of competition policy 

The environment in which competition authorities operate is neither neutral nor 
friendly, but rather hostile. Companies, as well as public administrations and na- 
tional governments, prefer an exclusive position which allows them to pursue their 
individual goals independently of competitors. They argue that any distortion of 
competition is due to a market failure, special conditions, a temporary disturbance 
or simply the supposed needs of citizens which can only be met through public 
direct services. Under these circumstances, competition authorities require 
knowledge of functioning markets, a thorough analysis of competitive distortions, 
good judgement and effective instruments, i. e. the power to force companies and 
public authorities to restore competition. Competition authorities must be inde- 
pendent if they are to intervene effectively if competition is violated. Institutional 
arrangements for competition policy are of primary importance at both the na- 
tional and European level. 

A complication is that competition policy is not straightforward and one- 
dimensional but is one aspect of economic policy, which creates the need for well- 
balanced decisions. For example, if two companies wish to merge, this can be 
advantageous for economic reasons because they may realise economies of scale 
and thus reduce costs. However, a parallel result of the merger may be an increase 
in market power, endangering competition. Empirical evidence of the synergy 
effects of mergers - largely based on studies of large companies - are not over- 
whelmingly positive. It is therefore essential that a competition authority should 
not approve a merger, when there is clear indication that the merger would reduce 
competition. 

Another example is state aid granted to a company in transition from state 
ownership or a central planning regime to private ownership, and from a long 
period of heavy subsidisation to adaptation to market conditions. A third 
possibility would be aid to prevent the failure of a large company which would 
affect the economic survival of a region. In these cases, it might be necessary to 
support the process of restructuring - preferably with a lump sum payment which 
does not affect the marginal costs of production. Apart from enabling economic 
restructuring, state aid can be acceptable for other reasons e. g. preserving at least 
an industrial core within a region experiencing severe economic difficulties. 
Owing to the fact that such exemptions are justifiable, state aid has not been pro- 
hibited, but it must obey recognised rules which will ensure that free competition 



5 For example, in Germany the liberalisation of the telecommunications sector between 
1998 and 2000 has led to price reductions for long-distance calls of more than 70%, see 
http://www.handelsblatt.com/hbiwwwangebot/fn/relhbi/sfn/buildhbi/cn/Go Art!200012,2 
04397.613376/SH/Q/depot/0/index.html 
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will eventually be restored. The European Commission has experimented with 
various rules and has concluded that state aid will only be approved if it meets the 
following cumulative criteria:- 

1 . The company in trouble must submit a viable restructuring plan. 

2. State aid may only be granted once (“one time, last time” principle). 

3. The amount of state aid granted may not exceed the cost of restructuring. 

4. The recipient of state aid must downsize its production capacity. 

Rules (2) through (4) have been developed specifically to minimise competition 
interference in the marketplace. Rule (4) prevents recipients from using subsidies 
to invade competitors' markets. These rules are subject to revision but accepted 
general rules are necessary to limit state interventions. A suggestion for the 
revision of the rules would be to concentrate on indirect state aid, i. e. the selective 
reduction of taxes and social security contributions. 

A further issue is that of tax harmonisation within the European Union. It is 
argued that, as different jurisdictions offer different services, they should be per- 
mitted to levy taxes autonomously, so as not to disturb competition between 
jurisdictions. However, complexities can emerge. In several European member 
states, for example, the costs of using public roads are levied on haulage firms, 
mainly through a tax on vehicles. However, use of the roads is free. In other 
member states, all drivers are charged for the use of main roads and haulage firms 
do not have to pay these taxes. The problem arises is that haulage firms in 
countries with high taxes on haulage vehicles have to pay additional tolls in other 
countries, whereas those in states with low haulage taxes can operate in countries 
which do not charge for road use. 

The optimal way of pricing is to charge all road users. In this case, taxes can be 
reserved to fund other public services. A disadvantage of the current situation is 
that haulage firms in some countries enjoy a competitive advantage as they are 
able to avoid taxes. Harmonisation is necessary if competition is not to be 
disturbed. 

If competition is severely distorted and if there is a large imbalance in a market, 
it may be unwise to effect a rapid return to a situation of undisturbed competition. 
An example would be a labour market, in which 15 % of the potential labour force 
is unemployed. Once again, competition authorities and governmental institutions 
have to take into account that they are operating in a complex economic environ- 
ment. To overhaul market power, wage restrictions, regulations of working time 
etc. in one step would lead to an unacceptable decrease of wages in the short-term. 
Decision-makers and investors in private markets need time to adjust to changes in 
prices and restrictions. On the labour market, it would take several years to con- 
struct machines, tools and factories which could enable the additional employment 
of a large number of workers at a reasonable wage i. e. at a wage that conforms to 
market conditions following several years of restructuring in the economy. These 
considerations should be kept in mind when developing an intelligent competition 
policy. 
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Ensuring a Sound Competition Environment: 
Rules, Practice, Reforms and Challenges of 
European Competition Policy 



Jean-Frangois Pons / Timothee Sautter 1 



“Amat victoria curam” (Catullus) 



Executive summary 

Maintaining free and fair competition within the Common market has been a 
priority ever since the earliest years of the European Community . A strong com- 
petition environment is essential for Europe as it benefits dynamic economic 
actors and consumers , and plays a key role in the creation of a European single 
market. 

In order to pursue these objectives a European legal framework has been put in 
place. This system is charged with preventing competition-distorting government 
interventions and deterring anti-competitive practices by private parties. With the 
exception of the creation of an EC merger control system in 1989 , the fundamental 
competition rules have changed very little during the 30 years following the 
Treaty of Rome and its first implementation regulations in the 1960’s . The re- 
markable stability of EC competition rules during this period is a testament to 
their efficiency and their success in fulfilling the original aims of the policy. 

In the 1990’s , some of these rules have started to be reformed in order to adapt 
to a changing environment ( internal market, EMU, preparation for enlargement, 
globalisation, development of new technologies and new markets), and to address 
emerging concerns of competition practitioners. As a result, the enforcement of 
European competition policy has worked well in recent years. 

With enlargement due to take place in several months, competition policy is 
now at a turning point in its history and major new challenges lie ahead. Some 
important reforms have been launched in recent years with far-reaching impacts 
on the Commission and Member States. A new enforcement regulation for anti- 
trust activities will soon enter into force and will give an increased role to na- 
tional competition authorities and national judges. Similarly, merger control will 
be reformed to enhance its transparency and efficiency, as well as the level of 
economic analysis. State aids policy will also be adapted to enhance its efficiency 
in a new European Union of 25 Member States. Therefore, for European 



1 This article expresses the personal opinion of Mr. Pons, former Deputy Director General 
of DG Competition, and of Timothee Sautter, a consultant with EPPA, and does not pre- 
judge in any way DG Competition or the European Commission. The authors would like 
to thank Loretta Dormal-Marino, Olivier Guersent, Robert Hankin, and Steve Ryan of 
DG Competition, as well as Alec Burnside (Linklaters) and Dominique Voilemot (Gide 
Loyrette Novel) for their helpful comments and suggestions. 
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competition authorities , the task is now to ensure that the reformed competition 
framework maintains the same level of efficiency as the previous system. 

This task will require strong and efficient competition services within the 
Commission as well as strong leadership at the European Commission and in the 
national competition authorities. Co-operation at all levels will be essential. 

Ultimately , constant support from Member States and from their citizens will be 
needed to preserve the efficiency of European competition policy. 
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1. Introduction 

Free and fair competition is one of the fundamental goals of the European Union. 
It was already present in the Messina report of 1956 which preceded the signature 
of the Rome Treaty in 1957. This report stated that “Competition rules are 
necessary for the following reasons: to avoid double pricing producing the same 
effects as tariffs, to avoid dumping harming sound economic production, and to 
avoid the replacement of market allocations by market partitioning”. 2 

It is not surprising that competition has been heavily emphasised from the early 
days of European integration given the benefits of such a policy. Competition 
brings economic and social progress and directly impacts the daily life of 
consumers. This is true for individuals as well as companies. The liberalisation of 
the telecom sector provides a concrete example. Since 1998 tariffs for national 
calls have decreased by an average 50% and tariffs for international calls by 40%. 
A similar trend can be shown in many other sectors such as air transport or car in- 
dustry, where consumers have clearly benefited from increased competition. 
Despite Europe’s delayed adoption of competition rules in comparison with the 
United States, competition is undeniably a central element of the success of 
Europe’s market economy. 

Although lower prices are often presented as the primary benefit of a sound 
competition environment, other advantages, such as diversity of the goods 
available to consumers and the speedier diffusion of innovation also need to be 
taken into account. Furthermore, competition policy can help spur technical 
progress and innovation, which are often impeded by vested interests opposed to 
change. The rapid development of mobile telephony coinciding with the liberali- 
sation of the telecom sector provides an illustrative example. Similarly, the end of 
“cartellisation” of maritime transport has facilitated the development of 
containerisation. 

In Europe, competition policy also has a special role to play in the creation of a 
common/single market by avoiding the replacement of old barriers (tariffs, non- 
tariff-barriers, national regulations...) with new ones (State aids, double pricing, 
market allocations, monopolies...). The protection and the development of the 
single market have always strongly influenced competition decisions. 
Consequently, the emergence of a European Community (EC) merger control 
system was directly linked to the completion of the single market. The goal was 
then to facilitate mergers through a “one stop shop” system and short deadlines 
(except for mergers raising competition concerns) in order to increase the 
integration of the European market. 

For certain specific markets, competition policy also plays a role in 
guaranteeing the security of supply by improving the competition between 
different networks. This is especially true for energy markets where open 



2 Rapport des chefs de delegation a Messine, 21 April 1956, pi 5, 16, “Des regies de con- 
currence sont done necessaires pour eviter que des doubles prix aient le meme effet que 
les droits de douane, qu’un dumping mette en danger des productions economiquement 
saines, que la repartition des marches se substitue a leur cloisonnement”. 
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competition can guarantee that Member States have access to different networks 
and benefit from an increased security of supply. 

This single market element of European competition policy differs from foreign 
competition policies, such as United States (US) antitrust. Furthermore, unlike 
other national competition policies, European competition policy aims to prevent 
Member States from distorting competition through State aids. 

Government interventions, as well as anti-competitive practices by private par- 
ties, represent major threats to competition as governments consciously or inad- 
vertently restrict competition. This of course does not mean that any kind of State 
intervention in the economy should be prohibited, as competition policy itself is a 
form of State intervention. It must also not be forgotten that competition is only 
one of the many elements that a government needs to take into account. Environ- 
mental policy, regional policy, services of general economic interests and many 
other policies are all valid goals for government action. Therefore, the aim should 
be to strike the proper balance between competition and regulation by making sure 
that government interventions have the least possible damaging impact on com- 
petition. 

Nowadays, this task of enhancing competition is difficult because State inter- 
ventions occur under numerous and constantly evolving forms: direct subsidies, 
grant of monopoly rights, preferential fiscal treatment, regulations, etc. Govern- 
ments are also under constant pressure from private groups lobbying to enact new 
legal instruments protecting their vested interests and restrict competition (“rent 
seeking”). 

To fulfil this task, the European Commission, acting as a European federal 
competition authority under the control of the European Court of Justice (ECJ) can 
make use of the legal framework put in place in the early years of the European 
Community. 

These rules have been reformed in the 1990’s to increase the effectiveness of 
European Competition policy and have worked rather well so far. 

Nevertheless, the changing environment and the challenges facing Europe have 
necessitated a more radical reform of competition rules. Although, major reform 
plans have been launched which seem to bring some effective solutions, many 
challenges remain ahead for the European competition authorities. 



2. The legal framework of European competition policy 

Review of the rules 

The fundamental competition rules have changed very little since the 1960’s and 
the Treaty of Rome, with the exception of the creation of an EC merger control 
system in 1989. The main regulation regarding the enforcement of art 81 and 82 
EC 3 was issued in 1962 and is still valid today, as the new revised regulation will 



3 Regulation no 17/62 implementing articles 81 and 82 of the treaty. 
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only enter into force in May 2004. Articles in the EC treaty on State aids and 
liberalisation have also remained unchanged. 

The remarkable stability of EC competition rules can be regarded as a proof of 
their efficiency and of their success in fulfilling their original aims during this pe- 
riod at least until the 90' s. 



2.1 Art 81 

Art 81” The following shall be prohibited as incompatible with the common mar- 
ket: all agreements between undertakings, decisions by associations of 
undertakings and concerted practices which may affect trade between Member 
States and which have as their effect or object the prevention, restriction or dis- 
tortion of competition within the common market ... ” 

Up until the 1980’s art 81 decisions along with State aids decisions comprised 
the bulk of competition policy. 

2.1.1 Agreements prohibited by Art 81 

Some forms of prohibited agreements are mentioned in Article 81 (price fixing, 
market sharing, etc.) but the list is not exhaustive and neither the Commission nor 
the Court is bound by it. Commission decisions and the case law of the ECJ pro- 
vide a more complete list of the prohibited forms of agreements. 

The existence of an “agreement” does not require a formal contract. Art 81 
covers any form of concerted practices. Art 81 only applies to agreements con- 
cluded by “undertakings”. This makes the definition of the term “undertaking” an 
essential element in any anti-trust investigation. The Commission and the ECJ 
have given a very broad definition of undertakings in order to cover as many anti- 
competitive agreements as possible. Every entity with an autonomous economic 
activity can be considered as an undertaking and is hence subject to competition 
policy provisions (even opera singers. . .). 

The Commission can only have jurisdiction over a case if it is likely to have a 
“real or potential impact on trade between Member States”. There is no precise 
definition of this element. The result is that in the current single market, unified by 
a common currency in 12 of the Member States, very few agreements of economic 
importance may escape the jurisdiction of the European competition authorities. 
Nevertheless, in order to prioritise its work and to avoid wasting its resources on 
minor agreements, the Commission has also stated that it does not have 
jurisdiction over cases where the impact on trade between Member States is only 
minor (Communications on agreements of minor importance). 

EC Competition law does not only prohibit agreements effectively restricting 
competition. Agreements which have as their object the prevention of competition 
are also covered by competition rules, even though they may not have any real 
impact on competition (for example a cartel that is never enforced). 

For art 8 1 and 82, as well as for the enforcement of the Merger regulation, the 
Commission has jurisdiction over all cases which have an effect within the 
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Community. This means that Competition policy can have an extra-territorial 
application in cases involving companies from third countries that have a potential 
effect within the Community. 

A concrete example of the enforcement of Art 81 was given in 1998 when the 
Commission imposed fines totaling more than € 50 million on two UK sugar 
traders which had adopted cartel practices for increasing prices on the sugar mar- 
ket. The result of the Commission’s intervention was lower sugar purchase prices 
for the final consumers. 

2. 1.2 Possible exemptions under Art 81(3) 

Art 81(3) sets some conditions under which an agreement can be exempted from 
the prohibition of art 81(1). Agreements restricting competition can basically be 
tolerated if they contribute “to improving the production or distribution of goods 
or to promoting technical or economic progress, while allowing consumers a fair 
share of the resulting benefit” and if their impact on competition is not considered 
to be extremely damaging. 

In the current system, exemption can only be granted by the Commission and 
not by any national competition authority or by a judge. The companies have the 
possibility to notify an agreement to the Commission to check its compatibility 
with EU law. For example, in the field of digital television, an exemption was 
granted in 1998 to Open, a joint venture set up by four companies including 
British Telecom and BskyB. The rationale for the exemption was that the new 
joint venture would offer advantages to the consumers (interactive services via 
television) and that the parties to the agreement offered some guaranties for the 
preservation of competition (third parties can have access to Open decoders. . .). 

The Commission can also grant exemptions to a group of companies in a given 
sector. In the latter case, exemptions are given by a sector specific regulation. Due 
to the potential of thousands of agreements being individually notified to the 
Commission for an art 81(3) exemption, block exemptions covering various 
sectors have rapidly become necessary. Block exemptions for certain 
specialisation agreements and for certain research and development agreements 
were issued as early as 1985. 



2.2 Art 82 

Art 82: “Any abuse by one or more undertakings of a dominant position within 
the common market or in a substantial part of it shall be prohibited as 
incompatible with the common market in so far as it may affect trade between 
Member States... ” 



2.2 . 1 Definition of a dominant position 

According to the ECJ a dominant position is “a position of economic strength en- 
joyed by an undertaking which enables it to prevent effective competition being 
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maintained on the relevant market by giving it the power to behave to an appre- 
ciable extent independently of its competitors, customers and ultimately of its con- 
sumers”. 4 The Commission uses various tools to assess the existence of a domi- 
nant position. Market shares are an important indicator. Market shares of 40% or 
more usually constitute an “alert signal” that there might exist a dominant 
position. Other criteria are also taken into account: the existence of market power 
by the competing companies, role of innovation on the market, nature of the mar- 
ket (static or evolving), buyer’s powers, existence of barriers to entry to the mar- 
ket... 

2.2.2 Definition of abuse 

The existence of a dominant position is of course not condemned by the 
competition policy. A company enjoying a dominant position on a specific market 
only has a “special responsibility” 5 not to commit any anti-competitive practices 
because it has a greater capacity to distort the market through its actions. Article 
82 gives a list of abuses of a dominant position (imposing unfair purchase or 
selling prices, limiting production, markets or technical development, tying 
agreements...). As for Art 81, the list of prohibited practices is not exhaustive and 
has since been completed by the Commission and the ECJ case law. 

The Commission’s action against Unilever in 1998 gives a concrete example of 
the enforcement of art 82. In this case, Unilever was found guilty of abusing a 
dominant position on the ice-cream market by offering to its Irish distributors free 
freezers cabinets on condition that they would only use them for Unilever 
products. 



2.3 The merger regulation 

The Merger regulation provides companies with a “one stop shop” decision. Once 
the Commission approves a merger, there is no need to seek individual approval in 
each one of the Member States. This has proved to be a very useful tool to facili- 
tate the integration of the Single Market by giving quick and Community-wide 
approvals to mergers having positive effects on the European economy. 

2.3. 1 Concentrations covered by the merger regulation 

The Commission only has jurisdiction over cases with a Community dimension. A 
Community dimension exists when certain thresholds set by the Merger Regula- 
tion are met. The thresholds set by the 1989 regulation were: 



4 United Brands CO. v Commission case 27/76 (1978) 1 CMLR 429, para. 65 

5 Hoffinan-La Roche and Co AG v Commission case 85/76 (1979) 3 CMLR 21 1 
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• a combined aggregate worldwide turnover of all the undertakings concerned of 
more than ECU 5,000 million; and 

• the aggregate Community wide turnover of at least two of the undertakings 
concerned is more than ECU 2,500 million, unless each of the undertakings 
concerned achieves more than two-thirds of its aggregate Community-wide 
turnover within one and the same Member State. 

As we will see in part II, these thresholds have been slightly modified in the 
1990’s. 

However, the jurisdiction of the Commission is not based solely on quantitative 
criteria. Cases fulfilling the criteria set by the Merger Regulation may also be in- 
vestigated at Member State level in certain circumstances. The Commission may 
refer a notified concentration to the competent authorities of the Member State 
concerned. This may occur if the market involved in the operation appears to be a 
national market, with all the characteristics of a distinct market. In certain specific 
situations, Member States can also invoke “legitimate interests” such as national 
security or protection of media diversity to motivate the control at national level of 
an operation with a community dimension. Similarly, one or several Member 
States may ask the Commission to take over a case without a Community dimen- 
sion, but with a potential effect on trade between Member States. 

As for art 81 and 82, the Commission has jurisdiction over all cases having an 
effect within the Community. A merger between two non-EU companies can be 
blocked if the Commission estimates that this operation could have some 
damaging effect for the competition within the Community, as this has been the 
case for the GE-Honeywell concentration in 2001. 

In addition to mergers, this regulation covers every form of concentration. A 
concentration exists when there is a change in control of a company. The creation 
of a joint venture can also be considered a concentration if the created undertaking 
is “full-function” in that it has an autonomous existence from its parent compa- 
nies. 

2 . 3.2 Procedure 

Mergers with a Community dimension must be notified to the Commission within 
a week following the conclusion of the deal. Companies must then provide some 
precise and exhaustive economic data. 

After having received the notification, the “phase 1” investigation starts. The 
Commission has one month to decide if there is any serious competition threat. If 
there are no such threats, the Commission authorises the merger. This happens in 
about 90% of the cases. If the Commission finds that a merger may present some 
competition concerns, it opens a 4 months “phase 2” investigation. During this 
phase the Commission explains to the companies why the proposed merger may 
present some serious threats to competition. The companies can react to the 
Commission appreciation and present some additional remedies that may lower or 
suppress the anti-competitive impact of the merger. At the end of the Phase 2 in- 
vestigation, the Commission can decide: 
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• to authorise the mergers with no conditions attached, 

• to authorise the merger under certain conditions (remedies), 

• or to prohibit the merger. 

2.3.3 Mergers decisions 

A merger operation is prohibited by the Merger regulation if it “creates or 
strengthens a dominant position as a result of which effective competition would 
be significantly impeded...”. Hence, merger control is based on the evaluation of 
the creation or of the strengthening of a dominant position on a certain market 
with a timeframe of two to three years. Certain precise criteria are set by the 
Regulation. In general, the Commission will take into account elements such as 
financial power, combined market shares, existence of barriers to entry to the 
market, presence of important competitors... The goal is to preserve the situation 
of effective competition on a certain market. 

For example in December 1996 the Commission decided to block the merger 
between Saint-Gobain and Wacker Chemie, two major actors on the chemicals 
market. In this case, the Commission considered that blocking the merger was the 
only solution to avoid the creation of a dominant position on a certain market (SiC 
grains for abrasive and refractory applications), as a result of which competition 
would be significantly impeded. 

In Totalfina-Elf \ the Commission approved the merger under certain conditions 
in 2000. Divestiture on a number of different markets (for example oil distribution 
on motorways in France) was considered necessary to avoid the creation of a 
dominant actor on certain markets. 



2.4 Art 86 (Liberalisation) 

Art 86 states that Member States may grant some special rights (monopolies for 
example) to public or private undertakings fulfilling a service of general economic 
interest. Nevertheless, these enterprises have an obligation to comply as much as 
possible with the other principles set in the EC Treaty, and especially with com- 
petition rules. If a potential conflict between the performance of a service of 
general economic interest and the respect of competition rules appear, the Member 
States must make sure that the limit to competition does not go any further than 
what is strictly necessary. A balance must be found between these two impera- 
tives. To enforce Art 86, the Commission can take decisions or propose directives 
to the Council. 

For example, in Belgium, the decision by the Flemish authorities to grant an 
exclusive right to broadcast television advertising was sanctioned by the 
Commission in 1997, as this measure had the effect of excluding any operator 
from another Member State from entering the market. In this case, the 
Commission considered that the exclusive right to broadcast television advertising 
was not necessary for the provision of a cultural policy objective. This article has 
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been very rarely used prior to the 1990’s, i.e. when the liberalisation process 
started. 



2.5 Art 87-88 (State aids) 

Art 87.1: “Save as otherwise provided in this Treaty , any aid granted by a Mem- 
ber State or through State resources in any form whatsoever which distorts or 
threatens to distort competition by favouring certain undertakings or the 
production of certain goods shall, insofar as it affects trade between Member 
States, be incompatible with the common market. ” 

Art 88 gives a mandate to the Commission to control State aids. 

2.5. 1 Scope of State aid control 

State aid control is a central element of competition policy - even though it is 
much less studied in academic circles than antitrust policy or merger control. The 
aim of articles 87 and 88 is to control the granting of aids by States (or other pub- 
lic entities such as local authorities) in order to preserve fair competition within 
the Common/Single Market. Before being granted, State aids must be first notified 
to the Commission by the Member State. To be covered by art 87 and 88, State 
aids must take the form of a transfer of State resources selectively granting an 
economic advantage to certain undertakings, and thus negatively impacting com- 
petition and trade. All forms of State aids (direct subsidies, preferential fiscal 
treatment, guaranties...) are covered by art 87 and 88 if they fulfil the criteria set 
in these articles. 

For example, applying State aid rules in 1996, the Commission prohibited part 
of the € 398 million aid granted by the German authorities to Volkswagen plants 
in Eastern Germany. In this case, the Commission held that while some of the aid 
package could prove necessary to encourage economic development of a less fa- 
voured region, another part of the aid was not justified by regional development 
considerations and could have a damaging impact on fair competition in the car 
sector. 

2.5.2 Possible exemptions 

Some forms of State aids can be compatible with EC law under certain circum- 
stances: to remedy market failures or to promote certain horizontal goals (regional 
or cultural developments, research and development...). Some possible 
exemptions are mentioned in the Treaty (regional aid, social aid, cultural 
aid...)but most of these exemptions have been defined in “soft law” texts like 
guidelines or frameworks providing guidance to the Member States, which could 
then notify only state aids “regimes” and not each individual measure. 

The French “Urban Revitalisation Pact” was for example authorised by the 
Commission in 1996, as it was considered that certain forms of State support 
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could be necessary to tackle structural handicaps for firms located in less favoured 
urban areas. 



3. Competition rules have been reformed since the 1990’s 
to increase the efficiency of EC competition policy 

3.1 In the 1990’s the competition environment has changed and 
some concerns regarding the enforcement of competition policy 
have emerged 

3.1.1 Changes in Europe 

Internal market and EMU 

The Single market programme was launched in 1986 with the adoption of the 
Single European Act and set a deadline in 1993 for the completion of a number of 
measures. A great deal has already been achieved even though the completion of 
the Single Market is still an ongoing process. This has resulted in increased cross 
border economic activity within the EU and more and more concerted practices, 
abuses of dominant position or mergers having an effect on trade between Mem- 
ber States and therefore requiring scrutiny by the Commission. 

The launch of the EMU programme represented a further step towards the 
completion of the Single Market, with further consequences for competition 
policy, notably the increase of mergers of Community dimension, as many under- 
takings felt that there was a need for larger scale operations in a bigger market. 
This resulted in more and more mergers of Community dimension being notified 
to the Commission, especially spectacular after 1998. 

A more integrated market with a single currency represents the best possible 
framework for an optimal competition environment. But, this also creates more 
risks of public aids to non-competitive companies and to sectors in difficulties that 
will face increased competition. Similarly, increased price transparency should 
lead to lower prices. Some companies might be tempted to create cartels or to use 
anti-competitive practices, to prevent this from happening. This was the case when 
Volkswagen was fined € 102 million for using market partitioning in order to pre- 
vent German and Austrian consumers from buying their cars in Italy where prices 
were lower. The Commission must therefore be especially vigilant to ensure that 
the single market and the EMU brings enhances competition without encouraging 
anti-competitive practices. 

Preparation for enlargement 

Enlargement impacts all sectors of antitrust (but possibly less merger control as 
mergers occurring outside the Community but having an effect within the 
Common market are already controlled). The role of the Commission is to 
encourage the development of a culture of competition in countries with strong 
traditions of State interventions, which have accepted EC rules. Numerous State 
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aids will also need to be reviewed. From a practical point of view, the obligation 
of using 20 different official languages will certainly place more pressure on DG 
Competition services. 

3.1.2 Global changes 

Globalisation 

Economic globalisation has made spectacular progress in the 1990’s, with impor- 
tant impacts on the competition environment. Cartels are increasingly global, and 
more than 50% of the decisions now concern cartels operating at world level. This 
is especially important due to the extra-territorial application of European 
Competition Policy. As a result, more and more competition investigations need to 
be conducted at world level. For example, in 2001, the Commission discovered an 
international cartel of 13 European and non-European pharmaceuticals companies 
active on the vitamins market. Similarly, the number of international mergers has 
greatly increased. 

Globalisation also seems to be characterised by a reduction in the number of 
economic agents in every geographic zone. This may increase the risks of domi- 
nance (individual or collective) and therefore requires more vigilance from the 
competition authorities. 

New technologies 

IT, e-commerce, biotech. . .all represent new sectors of interest to the Commission: 
In these sectors, the Commission must find ways to encourage innovation without 
creating barriers to entry. The Commission must adapt to new and fast evolving 
sectors (ex: Microsoft), where innovation plays a key role. For these new sectors, 
it is of crucial importance to strike the right balance between the protection of in- 
tellectual property rights and the preservation of a competitive environment. 

New markets 

More and more markets (such as cultural goods or professional sports) have be- 
come subject to EC Competition rules given their growing economic importance. 
This trend has presented a new challenge for the Commission, which needed to 
apply the traditional EC competition rules to new sectors. This has sometimes 
been a long and difficult process, as was the case for regulating transfers of pro- 
fessional football players, but satisfactory solutions have been found in most 
cases. The liberalisation of other markets such as air transport or telecom has also 
resulted in more markets being subject to competition scrutiny. 

3. 1.3 New concerns regarding the enforcement of competition policy 

Art 81, 82 

The existing enforcement system was set in 1962 when there were only six Mem- 
ber States and when competition was still a rather new policy in most Member 
States. In 1962, most markets were still very much partitioned along national 
boundaries. At this time, the idea was therefore to set a cautious and 
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“pedagogical” competition system by allowing companies to notify agreements to 
the Commission, which would then provide them with legal advice on the com- 
patibility with art 81. 

However, since 1962 the integration of the European market has rapidly pro- 
gressed and the number of agreements notified to the Commission has greatly in- 
creased. At the same time, the knowledge and the understanding of EC 
competition rules among most economic agents has progressed dramatically. Na- 
tional competition authorities, as well as most companies and their legal advisers, 
now have a very good understanding of these rules. 

Due to the large number of notifications received, the Commission was some- 
times unable to focus on the most important cases. The decision process was often 
criticised for being too long (5 to 8 years for some decisions in cartel cases) and 
there was a considerable backlog of cases waiting to be decided (over 1000 cases 
at some point). Important resources were wasted on examining notifications (500 a 
year in average in recent years in the early 1990’s), even though it was felt that the 
application of Competition rules was quite straightforward in these cases. One of 
the main benefits of the notification system was to provide companies with more 
legal certainty. However, this became less and less true, as the Commission started 
to close an increasing number of cases by so-called “comfort letters” with limited 
legal value. Notifications were also often perceived as a heavy administrative bur- 
den for companies that needed to complete long and complex forms. 

At the same time, a clear need has arisen for more in depth economic analysis 
in Commission decisions. The required level of sophistication of economic 
analysis has dramatically increase in the late 1990’s, hence increasing the pressure 
on Commission services. 

Mergers 

As for art 8 1 and 82 cases, the number of cases has greatly increased. In 2000 the 
Commission took 345 final decisions, compared to 238 in 1998 and 109 in 1995. 
For mergers, the Commission must respect very strict deadlines, regardless of the 
number of cases arising. The pressure was especially high in 1999 and 2000 when 
the number of mergers and phase 2 investigations (a more significant indicator) 
reached a record high. 

This pressure has been only partly eased by an increase of staff under the Prodi 
presidency (Approximately 90 new staff members were allocated to DG 
Competition; 50 of them joined the Merger Task Force). Consequently, this in- 
creased pressure might have had a negative effect on the treatment of certain 
operations. 

The short delays to submit remedies in Phase 2 investigations has also appeared 
as a major issue of concern. The negotiation of remedies is often a crucial element 
of merger control. In Phase 2, commitments may be proposed up to three months 
after the date on which proceedings were initiated. Due to the numerous deadlines 
to meet, the Commission and the undertakings often have less than 1 ,5 months to 
discuss remedies. This system places very strong pressure on the negotiators and 
can have a negative impact on the quality of the final decision. 
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The slowness of the judicial review of Commission’s decisions has also been 
recognized as a major problem. After two years of judicial process, the 
opportunity to merge is often long gone. Consequently, many companies did not 
use their right to challenge Commission’s decisions, as this recourse was per- 
ceived to be useless. 

State aids 

For State aids, the first achievement in the 1990’s has been to reach a consensus 
among Member States on the need for strict State aids control. 

However, the Commission has often had difficulties in enforcing its State aids 
decisions and recovering all the money previously granted. A need for better 
monitoring of State aids and for more economical evaluations of these aids has 
appeared (as some negative rulings of the ECJ have shown). 

Non-notified State aids also appeared as a major problem, suffering very long 
delays of treatment of certain cases (for example in the cases of public television). 

Finally, more sophisticated forms of State aids (State guarantees, sophisticated 
fiscal aids...) have been used by Member States, which required an increased 
vigilance of the Commission. 



3.2 Reforms since the 1 990’s 

Several reforms have been launched in the 1990’ s to adapt to this changing en- 
vironment and to address the growing issues regarding the efficiency of enforce- 
ment of competition policy. 

3.2.1 Reform of the rules 

Art 81, 82 

The Commission has started to review the tools used in art 81 and 82 cases in or- 
der to improve the efficiency of its investigations and to give better guidance to 
market participants. 

One of these new tools was the “leniency notice”. This notice gave the 
Commission the right to exempt fines to the member of a Cartel who reports anti- 
competitive behavior to the Commission. The first leniency notice was issued in 
96 and has been used many times, most notably in the Vitamins case. A new 
leniency notice allowing the Commission to grant a total exemption from fines has 
been issued in February 2002. The leniency notice is increasingly used in cartel 
investigations. Under the 1996 leniency notice 3 immunities have been granted, 
whereas this has already occurred in 15 cases with the 2002 leniency notice. This 
has proven to be a very useful tool greatly enhancing the efficiency of cartel in- 
vestigations. 

Similarly, in order to give better guidance to economic agents and to enable the 
Commission to focus on the most important cases, block exemptions for certain 
types of agreements with only limited impact on competition have been reformed 
and simplified. Vertical agreements by companies whose market shares are below 
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30% are now exempted, provided that they do not contain any black listed clause 6 . 
Similar block exemptions were issued for co-operation agreements between com- 
petitors in the field of Research and Development 7 and for specialisation agree- 
ments for R and D 8 . These block exemptions on agreements representing no major 
threats to competition have eased the pressure on the Commission, allowing its 
officials to focus on the most important cases. Some sector specific exemptions 
(car sector. . .) have also been modernised in a more competitive way. 

The merger regulation 

Contrary to the Regulation 17, the Merger Regulation is regularly revised. The 
first revision occurred in 1997 and a second one is due to enter into force in the 
coming months. The threshold criteria defining the existence of a “community di- 
mension” set in the 1989 Regulation were significantly higher than the 
Commission had requested at the time. A few years after this Regulation came 
into force, the Commission therefore argued for a lowering of these thresholds in 
order to cover more operations. The good functioning of the Merger control 
activities helped elicit a favourable reaction to this claim, and after heated debates 
between Member States, the Council agreed on new thresholds in 1997. The 
Commission’s initial proposal (a worldwide turnover of ECU 2 bn and a 
Community level of ECU 100m) was not adopted. Nevertheless, some more com- 
plex criteria, extending the jurisdiction of the Commission, were agreed upon. 

According to theses new thresholds, additional jurisdiction is given to the 
Commission for cases where the thresholds set by the original 1989 merger regu- 
lation are not met but where: 

• the combined aggregate world- wide turnover of all the undertakings concerned 
is more than € 2,500 million. 

• in each of at least three Member States, the combined aggregate turnover of all 
the undertakings concerned is more than €100 million. 

• in each of at least three Member States concerned, the aggregate turnover of 
each of at least two of the undertakings concerned is more than € 25 million. 

• the aggregate Community-wide turnover of each of at least two of the under- 
takings concerned is more than € 100 million. 

Art 86 (Liberalisation) 

This article has been “rediscovered” in the 1990’ s. It was rarely used prior. 
Several directives have been issued (Directive on the transparency of links 
between States and State-owned companies, Directive on telecom...) and several 
decisions have been taken, (cf: Part III. A on enforcement) 



6 Commission Notice - Guidelines on Vertical Restraints, Published in the Official Journal 
C 291 of 13.10.2000 

7 Commission Regulation (EC) No 2659/2000 of 29 November 2000 on the application of 
Article 81(3) of the Treaty to categories of research and development agreements 

8 Commission Regulation (EC) No 2658/2000 of 29 November 2000 on the application of 
Article 81(3) of the Treaty to categories of specialisation agreements 
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Art 87-88, State aids 

Until 1998 there was no enforcement regulation. This was due to the ideological 
debate on State aid control with some of the Member States that lasted until the 
early 1990’s. Instead of issuing a proper regulation, the Commission had issued 
various guidelines and communications to give a legal framework to State aid 
control (sector specific guidelines, “de minimis communication”...). It is only 
since 1999 that the Commission can base its State aids procedures on a specific 
regulation 9 . 

The 1990’s have been marked by a change in ideology regarding State aids. 
This was especially apparent in the Stockholm or Lisbon summits when Member 
States decided to make State aid control one of the important goals of EC 
Competition policy. This has resulted in an expansion of the scope of State aids 
control in the 1990’s. New forms of State aid have started to be controlled. Public 
guaranties for regional banks and the different forms of fiscal aid have all been the 
subject of important decisions. This growing consensus on the necessity of State 
aids control has made a modernisation reform of the State aids rules easier. 

In the 1990’ s, the need for a more focused State aid control policy has 
appeared. Given that all State aids measures need to be notified to the 
Commission, it became clear that some general exemptions should be given to 
allow the Commission to focus on the forms of aids that have the most damaging 
impact on competition. Sector specific block exemptions for aid to small and me- 
dium-sized enterprises, training and employment were therefore issued in 2001 
and 2002 10 . The idea behind these block exemptions is that some forms of State 
aids, aimed at general and horizontal objectives, have only limited or no anti-com- 
petitive impact and therefore do not require a full investigation. These block 
exemptions have had very positive effects for all actors. For example, it is esti- 
mated that the block exemption on SMEs and on Training have spared the 
Commission the assessment of over 200 single measures a year. At the same time, 
Member States have largely welcomed the flexibility of the new system. 

The same effort to rationalise the enforcement of State aid rules incited the 
Commission to issue in 1995 a Regulation exempting State aids of minor impor- 
tance from the scope of application of State aid rules. This rule has been revised in 
2001 11 . According to this “de minimis” rule, every aid below a ceiling of € 100 
000 over a three years period is exempted from State aid control and does not need 



9 Council Regulation (EC) No 659/1999 of 22 March 1999 laying down detailed rules for 
the application of Article 93 of the EC Treaty 

10 Commission Regulation (EC) No 68/2001 of 12 January 2001 on the application of 
Articles 87 and 88 of the EC Treaty to training aid 

Commission Regulation (EC) No 70/2001 of 12 January 2001 on the application of 
Articles 87 and 88 of the EC Treaty to State aid to small and medium-sized enterprises 
Commission Regulation (EC) No 2204/2002 of 12 December 2002 on the application of 
Articles 87 and 88 of the EC Treaty to State aid for employment 

11 Commission Regulation (EC) No 69/2001 of 12 January 2001 on the application of 
Articles 87 and 88 of the EC Treaty to de minimis aid 
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to be notified to the Commission (it is the responsibility of the Member States to 
control the respect of the eligibility criteria). 

Monitoring State aids granted by Member States has always proven to be a 
difficult exercise, as State aids can occur under various forms and as Member 
States may sometimes be reluctant to publish data and statistics. Improving the 
monitoring of State aids is therefore a clear priority for the Commission services. 
Following demands from the European parliament, this led to the launch of a 
“State Aid scoreboard” in 2001 on the basis of the past experience with the Inter- 
nal Market Scoreboard, to monitor the level of State aids more accurately. 

A modernisation process of State aids control has been launched by the Com- 
mission to simplify the applicable rules and to make the decisions easier to en- 
force. The goal is to have more economic analysis and more convergence with 
Antitrust and mergers procedures. 

Increased transparency 

In the late 1990’s, the Commission also made important efforts to improve the 
transparency and the publicity of its actions. Commissioners Van Miert and Monti 
began reporting DG Competition activities to the European Parliament on a 
regular basis and meetings with consumer associations were organised. Numerous 
measures, such as the publication in 2000 of a brochure on “Competition policy in 
Europe and the citizen”, were taken to make European citizens more aware of the 
Community action in anti-trust. More and more articles, publications and reports 
were also made available online. However, it is important to take into account the 
administrative burden that maintaining transparency and communicating docu- 
ments to the public (including internal ones according to a new rule) imposes on 
the Commission services. 

3.2.2 Development of international co-operation 

Bilateral co-operation 

Until the 1990’s there was no real bilateral or multilateral co-operation in compe- 
tition policy. It is significant that in 1994 only one official within DG Competition 
was dealing with these issues whereas now, an entire unit is in charge of 
international co-operation. 

Since then, in line with globalisation, active bilateral co-operation with 
numerous national anti-trust agencies and especially with the US authorities have 
been promoted. The bilateral EU-US co-operation agreement was launched in 
1995 and has worked remarkably well since. There have been numerous 
discussions on market definitions, remedies proposed by companies, impact on 
competition... between the two authorities (119 cases, among which 98 mergers 
were discussed in 1999). Therefore, it would be a mistake to focus on some high 
profile divergences like the GE-Honeywell, Boeing-Mac Donnell or Air Liquide- 
BOC cases. Divergence of analysis between the EU and the US have only 
appeared in very few cases. If we consider the whole activity, the EU-US bilateral 
agreement can even be regarded as a model of daily transatlantic co-operation. 
The recent chemicals companies investigations carried out in more than 100 
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different locations in the world provides another illustrative example of the daily 
benefits of this co-operation. Discussions over competition rules and enforcement 
have led to convergence in the implementation of competition policy on both 
sides. 

WTO and competition policy 

In the 1990’s, negotiations were started to reach an agreement on competition 
principles within the WTO. More than 90 WTO members have established, anti- 
trust enforcement regimes and authorities. The goal is therefore to reach an Inter- 
national Competition Agreement within the WTO. Competition policy’s inclusion 
in the “blueprint” for the new phase of WTO negotiations represents important 
progress. The relevant passages on Trade and Competition in the Doha Develop- 
ment Agenda (DDA) have been largely inspired by the EC proposals. 

The International Competition Network (ICN) 

The ICN was launched in October 2001 in New York with the US authorities and 
the Commission as the driving forces. The Inaugural Annual Conference was held 
in Naples in 2002. The ICN is a forum where experience and best practices can be 
shared. It has a “virtual” structure, without a permanent secretariat and is flexibly 
organised around its projects. The Steering group (currently chaired by the head of 
the Canadian Competition Authority) identifies projects and devises work plans 
for approval by the ICN as a whole. Sixty-five antitrust agencies have already be- 
come members of the ICN. 

Enlargement 

During the enlargement negotiations, the Copenhagen principle stated that: 
“economies must be able to cope with competitive pressure”. In the field of com- 
petition, the Commission has translated this principle into three criteria: 

• Necessary legal framework in force (incorporating EU rules) 

• Administrative capacity, existence of independent comp authorities 

• Credible enforcement record including State aids 

As a result, EC Competition law has been translated into national law in all ten 
acceding countries and independent national competition authorities have been 
established. Most of these national competition authorities are now working well 
and equipped with the necessary resources to efficiently enforce competition 
policy. For example, in 2001, the Polish competition authorities took more than 
230 decisions. 

However, it is largely understandable that State aid control is still in its infancy 
in most of the acceding countries, and it is difficult for a State to organise the 
control of its own State aids policy. The control of State aids will therefore 
represent a major challenge in the years to come, given that the restructuring of 
some industrial sectors such as ship-building or the steel industry is not very ad- 
vanced. 
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4. The enforcement of competition rules has worked 
rather well in recent years but new challenges are 
ahead 

4.1 The enforcement of competition rules has worked rather well in 
recent years 

4.1.1 Art 81 and 82 

The activity of the Commission with regard to the enforcement of art 81 and 82 
has remained rather stable in the recent years, the number of new cases opened 
being less dependent upon the general economic situation than in merger cases. 
When we look at the Commission’s activity over the last three years we can even 
see a slight decrease in the number of cases closed by the Commission. 

Nevertheless, the number of significant decisions has certainly increased during 
this period. This is very clear when we look at the record of fines imposed over 
the last years. 2001 saw a new record of € 1,8 billion fines for 10 decisions (lbn 
just for the Vitamins case) being set. In 2002, 9 decisions imposing a total € 900 
million fine were taken. This is especially impressive when compared to the 1995- 
1998 period during which only € 165 million fines were imposed. 

Art 82 has also become an increasingly important tool of antitrust policy. Art 
82 was rarely used in the early years of enforcement of EC competition policy. 
This was partly due to the fact that art 82 cases are more difficult to find and to 
prove than art 81 cases for which it is most of the time possible to rely on some 
practical evidence (internal communications, faxes, mail, e-mails...). Recent im- 
portant Art 82 decisions such as Michelin (interdiction for the distributors to sell 
competing products; 2001), Deutsche Post (bellow cost pricing; 2001) or Poste 
Beige (use of a dominant position to rule a competitor out of the market; 2001) 
show that art 82 now represent a major part of the European competition authori- 
ties activities, notably in the newly liberalised markets. The current Art 82 investi- 
gation in the Microsoft case reminds us that Art 82 decisions can have very far- 
reaching economic effects. 

At the same time, more and more sectors are covered by competition rules, 
which mean that more and more consumers have benefited from the action of the 
European Competition authorities. Many sectors such as sport, books or waste, 
which were considered outside the market 20 years ago, are now covered by com- 
petition rules. In April 2003, the Commission imposed fines totaling € 16,7 
million on six French federations in the beef sector for taking part in an agreement 
to set a minimum price for some categories of beef and to limit imports into 
France. This development clearly shows that competition rules also apply to agri- 
culture and that no sector, even the most “sensitive” ones can be exempted. 

Finally, it is worth noting that a European competition culture has become 
increasingly widespread throughout Europe. National Competition authorities 
have been created in all Member States (most recently in Italy in 1990, in the 
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Netherlands in 1994...) and the European public has become increasingly aware 
of the importance of competition. 

4.1.2 Merger control 

More than 2000 mergers have been reviewed since 1990, 90% of which have been 
cleared after a period of investigation of only one month. This certainly represents 
“one of the EU’s major success stories” (Monti) as it provides the companies with 
a rapid and very much appreciated “one-stop shop” approval valid throughout the 
entire Community. 

The number of mergers reviewed by the Commission has greatly increased in 
the 1990’s even though, due to the general economic slowdown, this number has 
started to decrease since the peak of 2000. 

The Commission has shown its independence from Member States on many 
occasions. Aerospatiale- Alenia/De Havilland (2/10/1991) or Bertelsman-Kirch- 
Deutsche Telekom (27/05/1998) provide illustrative examples of mergers blocked 
despite the strong opposition of some Member States. Similarly, the Commission 
has been able to block a major US merger (GE/Honeywell, 3/07/2001) or to nego- 
tiate severe conditions for approval (Boeing-Mc Donnell Douglas, 1997). The 
history of the mergers blocked by the Commission since 1991 shows that the 
Commission has regulated various and diverse sectors, even if the very politically 
sensitive media sector has attracted special attention. It is also worth noting that a 
great number of cases involved parties from the same country. This can be inter- 
preted as another sign of the independence of the Commission, as the regulation of 
these “national” mergers have always attracted the strongest criticisms and 
lobbying. 

Nevertheless, the Commission severity must not be exaggerated. There is more 
focus in the press on the few mergers blocked and especially on the most 
“spectacular” cases, but we must not forget that 95% of the mergers notified are 
directly authorised by the Commission, whereas 5% require further investigation, 
and only 1% are blocked. Since the entry into force of the Merger regulation 
only 18 negative decisions have been taken. 

Up to 2002, merger control by the Commission seemed to be a real success 
story despite some criticisms on the procedures (not enough transparency, 
timetable too tight for the discussion of remedies...). But the three judgments of 
the Court of First Instance overturning negative decisions of the Commission (in 
Airtours , Schneider and Tetra-Laval ) revealed some important problems which 
will have to be addressed. 

4. 1.3 Liberalisation (Art 86) 

This article had not really been used before the 1990’ s and the process of liberali- 
sation of public utilities in Europe: air transport, telecommunications, energy and 
postal services. In the last 10 years, directives have been issued in the field of 
energy (1996), post (1997) and telecommunications (1996) and have been regu- 
larly reviewed since. 
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Some important decisions have been taken. For example, with its Port of 
Genoa decision the Commission has successfully challenged the existence of a 
monopoly benefiting the two national public ferry companies 12 . This was 
considered as an abuse not justified by the provision of services of general eco- 
nomic interest. 

The liberalisation of the telecom sector provides another illustrative example of 
the application of article 86. The liberalisation programme of the telecom sector 
was launched in the mid- 1990’ s on the basis of the political agreement that tele- 
communications will be opened to full competition in progressive steps -the most 
important one being the full opening of fixed telephony on the 1 January 1998 in 
most Member States. This programme was enshrined in dozen of directives: 
Council and Parliament directives aiming at harmonisation as well as Commission 
directives based on art 86. Commission directives had the advantage of a speedier 
adoption and were sometimes more precise. In particular, the March 1996 
directive on “Full competition” was published sufficiently ahead of the 1 January 
1998 deadline to allow effective preparation. 

The Commission (DG Information Society and DG Competition) also invested 
significant resources into carefully monitoring the implementation of these 
directives (in particular through the publication of annual reports based on 
thorough discussions with all actors involved) and consequently opened 80 proce- 
dures against the Member States in 1998-1999. 

The Commission also managed to build strong relationships with national 
regulators based on the following division of tasks: national regulators were given 
priority to deal with national issues, but if they could not do it within short dead- 
lines (6 months) then the Commission could initiate proceedings based on the 
directives or on anti-trust rules (art 82 and art 86). For instance, in 1996, the 
Commission required the Spanish government to reimburse a € 500 million fee 
that a mobile telephone operator was required to pay, whereas the historical 
operator was exempted. These efforts ensured an efficient implementation of the 
directives and of the liberalisation process of the telecom sector in Europe. 

However, not all sectors have been liberalised with equal success. If telecom 
and air transport have been progressively and successfully liberalised this is not 
the case for other sectors, such as rail transport, where there have clearly been 
some delays in the liberalisation process. This is unfortunate as these delays partly 
explain the over-development of road transport with its damaging consequences in 
terms of environment or security. 

4. 1.4 State aids (Art 87, 88) 

The Commission has achieved good results for traditional and notified State aids. 
Restructuring of certain sectors has been well managed and controlled (Steel for 
instance). Some programs on the medium term have been successfully launched 
(“last aid” programme to the airlines industry at the time of the liberalisation of 
the sector). Good results have also been achieved on the control of State aids to 



12 Port of Genoa, 21 October 1997 
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some “sensitive” sectors (Volkswagen...) or to public companies (Credit 
Lyonnais). The end of the German public guaranty for German public banks, 
which allowed these banks to borrow on international markets on more favourable 
terms than their competitors in the private sector, is another recent major positive 
development for European competition authorities. 

In fact, the Commission can look at the figures with some legitimate 
satisfaction. From 1997 to 2001 State aid fell from an annual average of € 102 
billion to € 86 billion. As a percentage of GDP, State aid fell from an average of 
1,16% in 1997 to 1,01% in 2001. Moreover, State aid has been increasingly tar- 
geted at horizontal objectives such as training, which do not have a major impact 
on competition. There are various explanations for this trend: the ending of the 
restructuring phase of some important sectors (steel...), privatisation, Maastricht 
criteria on public deficit and debts, progressive end of the massive aids to Eastern 
Germany... but the increasing awareness of the negative effects of State aids and 
strict control surely played a decisive role. 

The Commission is also receiving more and more complaints. This is positive 
as it represents a major source of information. However, this represents at the 
same time an increased administrative burden on DG competition services. 



4.2 The challenges ahead 

4.2 . 1 Reform of Regulation 17: the challenge is now to make the new 
system work 

Main elements of the reform: the new Regulation 1/2003 

This is the first reform in 40 years of this central element of competition policy 
and can be qualified as a truly “Copernician” revolution, because it focuses on 
abandoning two central elements of the system established in 1962: the possibility 
to notify agreements to the Commission, and the Commission’s monopoly of 
application of art 81(3). 

The reform was started with a White Paper issued by the Commission in April 
1995, on a proposal by Commissioner Van Miert. The Commission’s proposal 
was adopted by the Council on 16 December 2002, after a long and forceful in- 
volvement of commissioner Monti. The new regulation 1/2003 will enter into 
force in May 2004 when the acceding countries join the EU. Six notices on inter- 
pretation of the Regulation 1/2003 are in the process of being adopted: on the 
functioning of the network, on co-operation with national courts, on opinions in 
individual cases, on complaints, on the effect of trade concept and on the 
application of article 81(3) 

In the new system, companies will no longer have the possibility of notifying 
an agreement to the Commission, which mean that they will need to assess them- 
selves the legal value of their agreements. 

The most important point of the reform is the decentralisation of enforcement 
of competition policy. Prior to this reform, the Commission had the exclusive 
power to apply art 81(3). This lead to many cases being decided at EU level, as the 
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national jurisdiction had to stop investigating a case as soon as request for appli- 
cation of art 81(3) was launched. Competition rules will now be fully and directly 
applicable at national level. 

This reform is intended to allow the Commission to focus on the cases with the 
worst anti-competitive effects (cartel investigations, art 82...) and with a clear 
European dimension. In the previous system, the Commission had to spend a con- 
siderable amount of resources examining notifications of agreements by compa- 
nies. A European Competition Network with the Commission and the national 
authorities will be set to allow for greater co-operation. This ECN will provide 
numerous consultation mechanisms and, hence, help guaranty a uniform applica- 
tion of EC competition rules throughout the Community. In addition to it, the 
Commission will have the right to take over a case from a national competition 
authority at any stage of the procedure if it fears that there is a risk to the uniform 
application of EC Competition law. 

A last aspect of the reform of regulation 17 is the increase of Commission’s in- 
vestigative powers. After the entry into force of this regulation, the Commission’s 
officials will be allowed to seal premises for the period, and to the extent 
necessary for the inspection and to ask oral questions during an inspection 
(questions will no longer need to be linked to a specific document). The 
Commission’s officials will also be authorised to conduct home searches and to 
enter non-business premises. This power will be limited to cases where the sus- 
pected violation is serious and will be exercised under the control of national 
courts. The Commission will have the power to impose increased sanctions fines 
of up to 1% of an undertaking’s total turnover for non-respect of the investigative 
powers. 

However, some elements of the reform will require further clarification, as 
some fears and critics arose after the reform was launched. Moreover, the 
challenge is to ensure that the decentralisation will work and that the Commission, 
the Member States competition authorities and the judges will together be more 
efficient than the Commission alone before this reform. 

A risk to the consistent and homogenous application of competition law? 

The risk to the consistent and homogenous application of competition law by the 
different national competition authorities and judges is often quoted as one of the 
major potential problems with the new system. This fear seems to be largely 
exaggerated for several reasons. All Member States and all acceding countries 
now have competition authorities that are familiar with the application of EC 
competition rules. In the new system, there will also be increased possibilities for 
consultation and co-operation within the future European Competition network. 

For these authorities, the only difference will be that they will have the power 
to fully apply EC competition law and that they will not lose jurisdiction over a 
case when the notification of an agreement is sent to the Commission. Neverthe- 
less, it might be true that national judges might be a bit less familiar with the 
application of EC competition law and that it might take them some time to adjust. 
Specific training programs in EC competition policy for national judges would 
therefore be useful. Moreover, to avoid any divergence in the application of EC 
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law, national judges will have extended possibilities to consult the Commission if 
they have any doubt. Tight deadlines for a reply by the Commission could there- 
fore play a key role in the success of this reform. A four months deadline for the 
Commission to answer any question by a national judge is often quoted as a 
reasonable timeframe. The alternative for the national courts which are uncertain 
about the interpretation of EC competition rules would be to make an art 234 EC 
preliminary reference to the European Court of Justice. As it often takes up to two 
years for the ECJ to answer a preliminary reference, one should hope that 
preliminary references will not occur too often and that the consultation mecha- 
nisms with the Commission will have satisfactory results. 

Finally, if the Commission fears that in a case dealt with by a national judge or 
by a national competition authority there is a risk to the uniform application of EC 
law, it will have the power to take over this case at any stage of the procedure. 
This should ideally happen in the earliest stages of the procedure, but if a risk for 
the coherent application of EC competition law only appears in the later stages, 
the Commission will not hesitate to intervene. 

The divergence of procedural rules probably represents the major concern for 
the homogeneous application of EC Competition law within the EU. Procedural 
rules (kind of proofs that can be used, level of fines, criminal nature of 
competition law in certain countries, existence of a leniency notice, investigation 
powers, delays...) differ to an appreciable extent between Member States and en- 
largement will certainly increase these divergences. The risk is therefore to see the 
development of some sort of “forum shopping”, by which a plaintiff would choose 
to launch a complaint concerning a concerted practice in the Member State that 
has the most appropriate procedural rules. The existence of a leniency notice in 
only some of the Member States is an issue of special concern, as it can result in 
significant divergences across the EU for the enforcement of competition rules. 

Further homogenisation of procedural rules in the different Member States 
might therefore probably be required in the years to come. This could be 
considered as a logical step after the harmonisation of the rules. The Commission 
was aware of this issue when it launched the reform, but given the very broad 
scope of its plans, it probably felt that it would have been risky to “overload” the 
boat (Monti) and that this problem could be solved in a second phase. One can 
therefore hope that in the years following the entry into force of the Regulation 
1/2003, Member States will become aware of the need for some harmonisation of 
the procedural rules in competition cases and will push for it. 

Similarly, as national courts and national authorities will have the power to 
apply art 81(3) some further indications by the Commission on the application of 
this article will be necessary. This should be done through a Commission notice 
due to be adopted before the entry into force of Regulation 1/2003. 

Legal certainty 

The end of the notification system should not result in a real loss of legal certainty 
for the companies. Over 40 years of Commission and ECJ case law, as well as the 
numerous block exemption regulations, notices, guidelines and other texts issued 
by the Commission should give clear guidance in most cases and provide compa- 
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nies and their legal advisers with the legal tools to assess agreements. American 
and French legal systems provide concrete examples of how to ensure efficient 
enforcement of competition rules without the possibility of notifications 

In addition, for agreements of a completely new form never dealt with before in 
any Commission decision, it will still be possible to ask the Commission for 
advice. However, the window must remain small in order to avoid the 
reintroduction of a notification system. In the US system, 5 to 10 similar decisions 
are taken every year and it would be good for the Commission to reach a similar 
level. In the near future, the Commission should issue a Notice setting out the 
circumstances under which such a written opinion could be issued. Additionally, 
for a very limited number of cases where the legal validity of an agreement is es- 
pecially uncertain, the Commission services could also consider giving some in- 
formal advice. 

Information of the Commission 

Notifications were providing the Commission with a vast amount of market in- 
formation, but only very rarely has the Commission been informed of anti-com- 
petitive practice through the notification system. Therefore, complaints by third- 
parties and own initiatives could be largely satisfactory tools for identifying anti- 
competitive agreements. 

In addition, sector investigations in which the Commission asks the main actors 
of a market for information could represent a useful tool in the future and could be 
used more often. This system was used in the past for the telecom sector and 
allowed to monitor the liberalisation of the sector without having to wait for com- 
petition cases to arise. Similarly, the internal restructuring of DG Competition and 
the end of the Merger Task Force could help compensate the loss of market 
knowledge resulting from the end of the notification system. In the new system, 
there will be increased possibilities for Commission officials that have gained 
some knowledge of a certain market in Merger cases to work on art 81 and 82 
cases concerning a sector they are familiar with. 

Functioning of the future network of competition agencies and case allocation 

There are numerous meetings of the Advisory Committee (35 are to take place in 
2003) under the presidency of the Commission. Courts will be allowed to 
extensively exchange information within the ECN. Nevertheless, some questions 
about the practical functioning of this network still remain. The creation of a Net- 
work committee, with high ranking official of the Commission and of the national 
competition authorities (for example deputy directors general) meeting regularly 
in Brussels could be a useful tool to assure that the system functions smoothly. In 
any case, a clear leadership and good co-operation at all levels will be necessary. 

In some rare cases, the Commission and the national competition authorities 
will have to decide to which authority to allocate a case. This allocation will be 
based on several criteria (where is competition harmed, where is the agreement or 
practice implemented, which authority has the ability to collect the necessary evi- 
dence). In order to preserve the principle of legal certainty in this process, it will 
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be especially important that the future Commission notice on the functioning of 
the network gives a very clear indication. 

What role for private complaints? 

With the end of the notification system, the role of private complaints in the appli- 
cation of Competition law is likely to grow. Private complaints have always 
played an important role, regardless of the origin of the plaintiff. For example, in 
2002 Deutsche Post was condemned for illegally using public funds received to 
launch an aggressive pricing policy after the Commission had received a com- 
plaint from UPS. In this case, the US company helped enforce EU law. Similarly, 
the Commission once launched an investigation into a Greek-Italian cartel for 
ferry services after receiving a complaint sent on a postcard by a Dutch tourist. 

The ECN will have an important role to play in dealing with these private com- 
plaints. As many of these complaints will not be sent to the right national compe- 
tition authority, it will be the ECN’s mission to re-distribute them efficiently. 

Transfer of data within the network 

Some fears have surfaced concerning the extended possibilities of data exchange 
between different national competition authorities within the European 
competition network and the risks for the confidentiality of data. The major con- 
cern is that information given to an authority in one Member State to benefit from 
a leniency programme could be passed on to another national authority. In the new 
system, the Commission and the national competition authorities will have to en- 
sure that the confidentiality of such information is preserved and that this 
information is not passed on to authorities in other Member States that could use it 
to launch an investigation against the party which applied for leniency. 

4 . 2.2 Reform of the merger regulation 

The new challenges 

Even if the application of merger control has worked well so far, new challenges 
have appeared and the Commission now has the task of modernising its merger 
control tools. This need for modernisation has been growing in recent years for 
several reasons. First, the Commission has had to deal with cases of growing eco- 
nomic complexity. Merger cases now require far more complex and sophisticated 
economic analysis than five years ago. Several critiques of merger control have 
also come from the industry. The main critiques were that parties had insufficient 
access to files during the investigations and that the timeframe for discussing 
possible remedies, a central element in merger investigations, was too short. 

The lack of efficient judicial review in merger case has been a growing re- 
proach. Few of the Commission’s merger decision have been appealed by the par- 
ties compared to art 8 1 or 82 decisions, where the majority are challenged. This is 
largely due to the specific nature of merger operations. In fact it is very unlikely 
that all the economic motivations of a merger are met in the same way two years 
after a first decision. 
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Above all, the challenge is to address the issue raised by the CFI last summer 
when it over- turned the Commission decisions in Airtour s/First Choice , 
Schneider/Legrand and Tetra Laval/Sidel. These three negative rulings, the first 
ones in merger control history, certainly came as a shock to the Commission and 
confirmed the need for reform. However the importance of these decisions in the 
reform must not be exaggerated, as the process had been launched long before. In 
addition, when examining the need for reform triggered by these three negative 
rulings, it is important to distinguish between them. In Airtour s/First Choice , the 
lack of sound economic reasoning, based on strong facts and data was reproached 
to the Commission. In Schneider/Legrand the problem was mainly the differences 
in the documents addressed to the parties and the content of the final decision. The 
situation is different for Tetra Laval/Sidel as the Commission has appealed the CFI 
decision and it is better to wait for the ECJ decision before drawing any 
conclusions. These three decisions vary considerably, but taken together they 
clearly demonstrated the existence of problems in merger control. 

The reforms 

To address these challenges, several reforms have been recently launched. The 
legislative proposal is now being discussed at Council level and should enter into 
force in May 2004, when the ten acceding countries will join the Community. 
Both legislative (new timeframes for notification and investigation, increased fact- 
finding powers. . .) have been launched and non-legislative measures (creation of a 
post of Chief Competition Economist, internal review of decisions, reorganisation 
of DG competition. . .) have been decided. 

Merger specific efficiencies will now clearly be taken into account. This will 
bring some welcome clarification and provide more legal certainty to market 
actors. 

The new Regulation will also make it easier to refer merger cases from the 
Commission to national competition authorities and vice-versa. This is a direct 
application of the principle of subsidiarity. This reform will also address the issue 
of multiple filling by making it easier to refer a merger to the Commission that has 
been notified in several Member States but which does not meet the thresholds for 
Community dimension set by the Regulation. 

More flexibility in the timeframe of merger investigations is also foreseen. If 
the proposed new Merger is adopted, it will be possible in complex cases to add an 
additional three weeks to the timetable following the submission of a remedy 
offer. This is a crucial point of the reform, as it answers the critiques concerning 
the lack of time for negotiating remedies. Similarly, with the agreements of the 
merged companies, it will be possible to add up to four weeks to the investigation. 
This should guaranty a more complete investigation and discussion with the par- 
ties and should help improve the quality of the final decisions taken by the 
Commission. Similarly, the proposed new Merger Regulation will introduce some 
changes to the timing of notification. It will now be possible to notify a merger 
prior to the conclusion of a binding agreement and it will not be required to notify 
transaction within a week of the conclusion of the agreement. 
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Enhanced fact finding powers will be granted to the Commission, to align them 
with those adopted in the new implementing Regulation for Art 81 and 82. This 
will include the possibility of imposing higher fines for failures to comply with 
request for information (up to 1% of aggregate turnover, instead of a maximal €50 
000 in the current system). This change has been made necessary given the in- 
creased burden placed on the Commission in terms of proofs and grounding of de- 
cisions. 

Some internal reforms aimed at ameliorating the decision-making process are 
also part of the reform. First, additional support staffs will also be granted to the 
Commission Hearing Officers in order to guaranty more effectively that the rights 
of the parties are respected during an investigation. Secondly, at the final stage of 
merger investigations, decisions will be scrutinised by new observers to assure 
that no mistakes have been made. This reform answers the concerns that in the 
previous system, there were not enough internal control procedures. Thirdly, this 
reform will enhance the parties’ ability to defend their point of views as they will 
have earlier access to Commission’s files and as “State of Play” meetings with the 
Commission will be possible at decisive points in the procedure. 

Elements that will require further clarification 

Case allocation 

In the new system there will be greater possibilities for a company to ask the 
Commission to take over a case without Community dimension that has been noti- 
fied in several Member States in order to avoid multiple fillings. This will be 
possible if the market concerned is “broader than national”. For mergers with 
Community dimension but involving mostly a local or national market it should be 
easier for the Commission to refer them to National competition authorities. Some 
clarification of this notion’s definition would be welcome, as it would provide 
more legal certainty to the parties of a merger operation. We can hope that the 
guidelines due to be issued by the Commission before this system enters into force 
will clarify this issue. Another fear concerns the risk of delaying the whole 
procedure due to negotiations between the Commission and the national 
competition authorities. The Commission and the national competition authorities 
will have to make sure that these delays are kept to a minimum. 

Judicial review 

For mergers, the slowness of the judicial review is an especially acute problem. In 
merger cases, the problem stems from the fact that it is often useless to challenge a 
decision prohibiting a concentration. After two years of judicial procedures, the 
opportunity to merge has usually long since passed. In few occasions, a merger 
can take place after a decision by the ECJ reversing a Commission decision. In 
some rare cases, it might also be useful for a company to challenge a 
Commission’s decision in order to prepare the ground for a future merger with 
another company as occurred for example in Airtours. But, in most cases, compa- 
nies simply do not use their right to appeal because they do not see the need for it. 
Therefore, the introduction in February 2001 of a “fast track” procedure for 
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judicial review of cases of an urgent nature, which do not raise complicated 
factual issues, has been a welcome improvement. This procedure was recently 
followed in the Schneider and in the Tetra-Laval judgments in which appeal took 
less than a year and allowed the parties to revive eventually a previously blocked 
merger. However, some further improvement of the fast-track procedure could be 
necessary, as not every company can afford to wait a year. A specialised 
competition court within the CFI could be an idea worth considering when 
examining ways to hasten judicial review. 

4 . 2.3 Internal reorganisation of DG Competition 

End of the Merger Task Force 

Plans to reform the structure of the Merger Task Force (MTF) have recently been 
unveiled. The Commission’s idea is to improve exchange of information, 
knowledge and expertise between merger case handlers and anti-trust officials by 
having merger cases and antitrust cases dealt with by the same officials for a given 
sector. However, this reform may also have some drawbacks. The main problem is 
that the nature of the work in Antitrust and in MTF divisions is different. MTF 
teams have very strict deadlines to meet, whereas antitrust teams can just examine 
one case after the other. Non MTF teams handling merger cases will therefore 
have to learn new methods. In the future, the challenge will also be to keep good 
track of the past experiences of merger cases and to preserve the flexibility of the 
system in order to cope with a sudden flow of mergers. 

End of the cartels unit 

Another consequence of the restructuring process will be the end of the unit 
specialised in the fight against cartels, as each sector specific unit will deal with 
cartel investigations individually. There is a big risk linked to this restructuring as 
fighting cartels often take very long and the attention of cartel investigators could 
be distracted if they had to consider a sudden flow of mergers (with their strict 
deadlines to respect). 

The Commission will need to make sure that this will not lead to a loss of ex- 
pertise, especially in terms of procedures and that sufficient resources will con- 
tinue to be allocated to the fight against cartels. 

Role of the Chief Economist 

A new position of Chief Competition Economist will be created to answer the 
need for more sophisticated and complex economic analysis and to bring an inde- 
pendent second opinion on the economic analysis of the markets. The creation of a 
post of Chief Competition Economist is a welcome change and should be 
especially useful in antitrust or merger cases. However, the success of this new 
post will depend directly of the personality of the future Chief Economist, who 
will need to show both leadership and uncontested expertise. Success will also 
only be achieved through continuous and regular dialogue within DG Competition 
services. 
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4 . 2.4 Liberalisation: Art 86 

The challenge is to keep this article “alive” and to apply it to new areas. When 
examining the future of Art 86 it is necessary to distinguish between art 86 
decisions and art 86 directives. There will certainly be a need for more art 86 
decisions in the future and one can imagine that, for example, decisions on port 
service, airports or postal services could prove to be necessary in a close future. 

The future of art 86 directives is less certain. In fact, it seems that there are not 
many sectors left where the need for liberalisation through art 86 directives exist. 
Train transport, whose development in the last decades has probably been im- 
peded by the lack of liberalisation, especially when compared to road haulage, 
could be considered. The water sector could represent another possibility. This 
sector is characterised by some clearly anti-competitive features: local monopolies 
and long-term contracts are often the norm and the result is a fragmented sector 
with wide differences in prices and standards. 

A directive on the “filialisation” for the competitive activities of certain mo- 
nopolies (for instance financial services or other activities in competitive areas of 
some postal entities still enjoying a monopoly in the distribution of letters). 

4 . 2.5 State aid 

State aid and enlargement 

The impact of enlargement on State aid control is a source of concern. On the one 
hand, existing State aids given by the acceding countries have been examined and 
generally authorised by the EU prior to the conclusion of the accession treaties. 
Only very few exemptions from the competition principles have been granted. 
Such a procedure is much more complete than the one followed at the time of the 
creation of the EC or when the different enlargements occurred. Unlike the current 
acceding countries, new Member States did not need to have all their existing 
State aids systems approved by the EU prior to their accession. This explains that 
the Commission still deals with some State aids measures in place prior to the 
Member States’ entry into the EC, and never previously approved, as was the case 
with the German system of public guaranties for regional banks. On the other 
hand, surprises are not to be excluded when the control of State aids will be trans- 
ferred to the Commission (loopholes. . .). 

Moreover, enlargement presents a major challenge for regional policy. The 
Treaty currently authorises State aid for regions where standards of living are "ab- 
normally low" or which are afflicted by "serious under-employment" (Art. 87.3a) 
as well as aid intended to "facilitate the development of certain economic regions" 
(Art. 87.3c). Regions eligible for regional State aids are most of the time also 
eligible for aid given at the European level through the structural funds. The risk 
with keeping the current system after enlargement is that most of the regions in the 
acceding Member States could mechanically be eligible for regional State aid and 
could create some important distortion of competition. Therefore, a reform of the 
conditions under which regional State aid can be granted will be necessary in the 
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near future. DG Competition and DG Regional Policy are currently working on 
such a reform. 

Similarly, with ten new less rich countries acceding to the EU, the threshold of 
a GDP per capita below 75% of the EU average will be affected. As the EU 
average GDP per capita diminishes, some regions will no longer be eligible for 
regional aids. The EU will need to provide some temporary mechanisms to make 
the transition as smooth as possible. 

Enlargement will also have major impacts on the working methods of the 
Commission for State aid control. It is estimated that enlargement could increase 
the current workload by over 40% mostly due to the necessity of working in 10 or 
11 new languages. A rationalisation effort of the Commission’s work will there- 
fore be extremely important. 

State aids and public utilities 

The issue which need to be addressed is the clarification of the possibilities of 
granting State aids to services of general economic interest. The intended publica- 
tion of guidelines concerning the compensation for the costs of providing services 
of general economic interest could represent a useful tool. The system of public 
guaranties granted to some public companies will be one of the many issues to ad- 
dress carefully. A block exemption regulation for local public utilities with no 
trade effect seems to be an appropriate instrument to address this issue. 

Modernisation of State aid control 

The recovery of State aids that have been declared illegal by the Commission is 
today much too low and therefore a reform of the enforcement of State aids 
decisions is much needed. Contrarily to cartel or merger decisions, a thorough de- 
centralisation of the process is not possible. Problems in the recovery of State aids 
often occur due to national company laws that increasingly protect the economic 
activity of an undertaking experiencing difficulties from the recovery of debts by 
creditors. Because harmonisation of company laws at the European level is still a 
very sensitive topic and is not considered a realistic option in the years to come, 
other tools must be found to improve the recovery level of illegal State aids. 

An improved association of national administrations to Commission investiga- 
tions and decisions could possibly help to better enforce State aids decisions. 
Similarly, clearer indications in Commission decisions on how to recover past 
subsidies could be very helpful. Within the Commission, more resources would 
probably need to be dedicated to the monitoring of recovery of State aids. A first 
step in this direction has already been taken with the creation of a new unit within 
DG Competition responsible for the follow-up on individual decisions. This is a 
welcome effort that should be continued. More actions brought by the 
Commission before the European Court of Justice will also probably be necessary 
in the future, even if this must only occur in extreme cases when the Commission 
can prove a lack of co-operation by a Member State. 

The Commission must pursue the modernisation of State aids instruments. The 
need for fewer and better-targeted aids has been underlined by the Council 
conclusions adopted on 5 December 2001. With these conclusions, the Council 
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invited the Commission to “develop, together with the Member States, statistical 
tools and devise indicators of effectiveness and efficiency” which could then be 
integrated into the Scoreboard. These efforts to simplify State aids procedures, 
improve their efficiency and reduce their duration must continue. The 
Commission has already started working on the development of statistical tools 
enabling the follow-up to the Council recommendations. It has launched a com- 
prehensive review of the current arrangements for the provision by Member States 
of annual reports and statistics. This will be followed by a consultation of Member 
States that will precede the final adoption of the new reporting format. Other re- 
cent efforts, such as the publication of a “State aid complaint form” 13 to 
standardise complaints from any person or company show that the modernisation 
of State aid control is on the right track. 

The recently proposed idea of establishing simplified procedures for State aids 
cases that do not raise major competitive concerns is welcome. This could enable 
the Commission to focus its resources on the most important cases, hence in- 
creasing the efficiency and the legitimacy of its actions. However, an increase of 
the “de minimis” thresholds (currently €100 000 over 3 years) must remain 
limited, as measures below the “de minimis” thresholds are not considered State 
aids, they are exempted from any sort of control at European level. Increasing too 
much the scope of the “de minimis” rule would therefore represent the risk for 
State aid control. Block exemptions have also proven very useful in the past and 
have been generally welcome by all actors (Commission, Member States, Compa- 
nies...). In the future, new block exemptions concerning specific sectors could 
therefore be useful tools for better targeting State aids control. In the current 
system, Regulation 99/4 provides a positive list of sectors that could benefit from 
a block exemption: regional aids is the only sector left on this list. However, as a 
general revision of regional aids rules will be needed in the near future, a block 
exemption on regional aids is probably not necessary right now. On the medium 
term, a revision of Regulation 99/4 could provide for new block exemptions 
covering other sectors and it would certainly be useful to start assessing which 
sectors might need to be covered by block exemptions (cultural aids for example). 

4.2.6 International co-operation 

Bilateral relations 

A bilateral co-operation treaty was recently signed with the Japanese competition 
authorities. The EU now has three bilateral co-operation treaties (US, Canada, 
Japan). Most treaties signed by the EU with third countries also have a 
competition chapter by which some co-operation and assistance procedures are put 
in place. In the near future, it is difficult to think of another country with which 
there would be a need for a bilateral treaty, as such treaties only make sense if 
there is a significant number of cases relevant for both jurisdictions arising every 



13 Form for the submission of complaints concerning alleged unlawful State Aid, Official 
Journal C 116, 16.05.2003 
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year. Agreements with regional competition authorities could represent a useful 
option. 

Concerning bilateral relations with the US, co-operation has worked 
particularly well so far. The real limit to deeper co-operation now concerns the 
exchange of confidential information between the two authorities. However, it 
does not seem that this limit could be easily overcome, as it would require a deep 
change of judicial rules by both the EU and the US. This is not a priority at the 
present time. 

WTO 

The challenge is now to reach an agreement in the Doha round discussions. At the 
present time, it is very difficult to anticipate the future results of this discussion 
and the 5 th WTO Ministerial in 2003 in Cancun in September 2003 will be of cru- 
cial importance. The WTO must not become an international competition 
authority giving decisions on individual cases. Nor must it be able to review 
decisions taken by national authorities as neither the EU nor most of its trading 
partners would be ready to accept such a system. In fact, there is a limited but fun- 
damental role for the WTO. The goal must be to reach general agreement on the 
main objectives of competition policy. Given the dozens of competition laws 
emerging every year, this is especially important to ensure some homogeneity at 
world level. A WTO agreement on some core competition principles would also 
send a direct signal to cartels worldwide by making it clear that these practices are 
prohibited everywhere. 

During the negotiations the EU will therefore need to focus on a limited num- 
ber of key priorities: 

• Reaching an agreement on some core competition principles (prohibition of 
cartels, transparency and no-discrimination in competition investigations, due 
process...) 

• Putting in place a framework that will facilitate co-operation between 
competition authorities worldwide. 

• Paying close attention to ensuring that the development dimension is an integral 
part of the new multilateral framework. 

• Having a flexible and progressive approach to the issue of sector exclusions 
from the application of competition law. 

• Helping developing countries in adopting and implementing a domestic com- 
petition law (consultations and enforcement co-operation). 

ICN 

The ICN has worked well so far, allowing for numerous productive contacts 
between national competition authorities. A positive result has already been 
achieved with an agreement on guidelines for multi-jurisdictional mergers. When 
reviewing its Merger regulation, the Commission took these guidelines into 
account (for the timing of merger notification). We can now hope that this 
example will be repeated by others and will produce convergence of rules and en- 
forcement towards best practices. 
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The challenge is now to ensure a good functioning of the ICN that would fully 
benefit its participants. However, if the importance of the ICN is to keep 
increasing in the future, some permanent staff might become necessary. In the 
current system, there is no permanent secretariat and all the work is being done by 
national competition authorities staffs. This is linked to the informal structure of 
the ECN and presents some advantages. However, due to the increasing workload, 
some permanent staff could offer precious help. 



5. Conclusion 

In light of what has been achieved since the Treaty of Rome, the important re- 
forms launched in the 1990’s and the new radical ones that will soon come into 
force, we can remain fairly optimistic about the future of European competition 
policy. This policy has worked well in general during the last years. Recent 
changes and modernisation processes have helped the European Commission to 
focus on the most serious infringements of competition and to become more 
efficient. It seems that the current modernisation process is answering the current 
challenges, even if some questions will need to be answered in the near future. 
The main challenge is now to make these many new reforms work efficiently in 
practice. 

Maintaining a sound competition environment will require strong and efficient 
competition services within the Commission as well as strong leadership at the 
European Commission and in the national competition authorities, whose role will 
be increased. The role of judges will also become more important and good co- 
operation and training at all levels will be needed. Making Member States and 
ultimately the economic actors and citizens more aware of the actual benefits of an 
efficient competition policy at European level will therefore remain a task of cru- 
cial importance in the years to come. Only if these conditions are met will 
competition policy retain its decisive importance for Europe’s future economic 
success. 





Regulating Competition in the Labour Market 
- Level Playing Field or Barriers to Entry for the 
Unemployed? 
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Executive summary 

No one calls for totally free labour markets. There are good reasons for regula- 
tion. Most workers are dependent on their wage income, and working conditions 
are directly connected with living quality and safety. However, high and lasting 
unemployment in Europe is a clear sign that something is currently wrong with re- 
stricting competition in labour markets. 

Restrictions on competition in the labour market are imposed for purposes of 
the welfare of workers and society. However, unemployment itself certainly im- 
pedes improvement in welfare. Long lasting unemployment is a clear sign of sup- 
ply surplus and economically there can be no other interpretation than that labour 
costs are above the market-clearing level. Regarding unemployment in Europe, 
one seriously has to question whether the regulated structure in the labour mar- 
kets and the secured position of the presently employed is worth it. 

There are basically three major reasons for restricting competition on labour 
markets: Firstly, workers should be protected from dangerous working conditions 
for reasons of health and safety at the workplace. Because every regulation re- 
lated to employment increases labour costs, regulations should be restricted to 
serious dangers for the health and safety of employees. Secondly, most people in 
Europe want to avoid the situation of working poor. However, taking into account 
the fact that European societies decided to guarantee all citizens a minimum living 
standard by social assistance schemes, there is no argument to restrict labour 
market adjustments. Thirdly, workers should be able to get non-wage benefits if 
they are willing to pay for them by reduced monetary income. But if workers do 
have varying preferences, uniform regulations harm those who suffer from higher 
cash income losses than they would be freely willing to accept. 

To some extent, the European unemployed are not allowed to engage in com- 
petition because of statutory regulations or binding contracts of the social part- 
ners. Simultaneously, some of the unemployed might just be unwilling to work be- 
cause of generous unemployment benefits and other kinds of social income. There 
is also the hypothesis that employers do not accept offers to work at lower costs 
from the unemployed because employers fear less productivity which would in 
turn increase labour costs per unit of output. 



1 The authors would like to express gratitude to the participants of the workshops held in 
the process of this study and Martin Chapman for useful comments and discussion. 
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Remedies are needed to increase competitive pressure from outsiders . Firstly, 
we suggest increasing competitive pressure from the unemployed by giving them 
the possibility to work in competitive socially organised jobs, thereby simulta- 
neously checking the willingness to work of the unemployed. Secondly, we suggest 
increasing competitive pressure from foreign European workers on national la- 
bour markets by enhancing the European Single Market for services. 

After the introduction, there will be a short presentation of some fundamental 
facts about the European unemployment situation. In the third section, we discuss 
the arguments favouring regulation and have a look at some prominent examples 
of labour market regulations. As the arguments do not initially force society to ac- 
cept unemployment to the extent seen in many European countries, we ask in the 
fourth section why there is not enough competitive pressure in many European 
countries. Following our findings that a kind of insider-outsider conflict seems to 
be one main reason why competitive pressure does not work well in Europe, we 
discuss in the fifth section two fields of policy in which politics can enforce com- 
petitive pressure. At the end of this article there will be a short summary of steps 
suggested in order to at least partly cure the European problem of unemployment 
without endangering the socially desired protection of workers. 
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1 . The need for competition in the labour market 

Most people are wage earners. They usually favour competition when it relates to 
employers competing with each other to get workers. Employers are forced to of- 
fer higher wages, attractive privileges and other kinds of better working conditions 
when they otherwise cannot get the workers needed for the production of goods. 
Their demand for labour is derived from the demand for their products and em- 
ployers will compete for labour as long as they expect a net profit, i.e. as the value 
added by a worker exceeds his total employment costs. 

On the contrary most people dislike competition when it works in the opposite 
direction - when workers are forced to compete for scarce jobs by offering their 
productive capacities at lower wages, longer working times and foregoing certain 
privileges. Such competitive pressure is harmful for workers because it threatens 
already reached income levels and social positions. When employment conditions 
get worse because of shrinking demand in special labour markets, some workers 
will invest in mobility in order to change jobs leaving “bad” occupations and re- 
gions and qualify for “better” positions. Others may react by leaving the labour 
market partially or completely if they can afford living without earning labour in- 
come (which in most cases is a matter of social income rules). Whatever the reac- 
tions may be, they are guided by the prevailing economic and social environment 
of the individual worker and his individual preferences. As a rule, work is offered 
as long as there is an expected net advantage of doing so, i.e. as the expected util- 
ity of a job exceeds the expected disutility connected with the investments needed 
to get and maintain this job. 

Usual market mechanisms employ competition between workers and employers 
to adjust labour supply to labour demand. Low willingness to pay respectively re- 
duced demand for goods is transformed by employers in reduced labour demand 
thus causing wages and other components of their labour costs to fall, which in 
turn may reduce the amount of work supplied. High willingness to pay respec- 
tively growing demand for goods is transformed by employers into growing la- 
bour demand and better working conditions, thus attracting the additional labour 
needed for the additional supply of goods. Flexible wages and other working con- 
ditions are at the core of these adaptation processes which are most important in a 
dynamic environment where conditions of supply and demand are constantly 
changing. Companies that can adjust their labour input to changing conditions in a 
flexible way are therefore at a competitive advantage. The same is generally true 
for workers facing new conditions of employment. All these adjustments are as- 
certained by dynamic income differences. Wherever products and factors become 
scarce, suppliers reach a higher income or return, and wherever they become 
abundant their income or return falls. These dynamic differences have a twofold 
function: they inform the respective employers and workers about the dynamic 
changes and resulting scarcities; and at the same time they motivate them to adjust 
their economic activities accordingly. 

Especially in continental Europe there is a deeply rooted mistrust of competi- 
tion in labour markets. This mistrust originally stems from historical experience 
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going back more than 100 years ago when competition between workers for scarce 
jobs resulted in extremely low wages which in turn forced people to supply not 
less but more hours of work. Nowadays these abnormal supply reactions are 
characterised as market failure. In retrospect they obviously were caused by the 
rare combination of fast growing population, extremely high labour-saving techni- 
cal progress (“industrialisation”) and the absence of social security systems. Mis- 
trust of competition is also derived from the fact that the individual worker has 
less bargaining power than the individual employer. In response to these and other 
problems European societies introduced broad systems of worker protection, espe- 
cially guarantees of minimum social income and minimum working conditions. 
Even more importantly they accepted and protected the evolution of large unions 
and employers’ associations (the “social partners”) and their rights to deal with 
labour market issues by themselves. As a consequence today’s European labour 
markets, particularly in continental Europe, are highly regulated by state interven- 
tion and by collective agreements between the social partners. Furthermore, 
workers usually can rely on highly developed systems of social security. 

Together with economic and social progress this institutional framework may 
have contributed historically to the enormous improvements in living standards 
and quality of life for workers and employees. Undoubtedly living standards of 
workers are much higher than 100 years ago; average working time is much less; 
working conditions are much better; and safety in the workplace has also reached 
new highs. Furthermore, many European societies assure workers and employees 
ever increasing benefits, such as social insurance and educational leave. 

All this seems quite meritable and few dare criticise it, so long as the current 
economic environment is not threatened by grave unemployment. However, high 
and lasting European unemployment is a clear sign that labour market regulations 
in Europe have gone too far. Freedom of the social partners to deal with labour 
market issues by collective agreement reflects the principle of subsidiarity; insofar 
as it guarantees that negotiations on the labour market are free from state inter- 
ventions. However, it also means that freedom of individual choice is restricted. 
Minimum wages and other minimum working conditions fixed in collective 
agreements hinder the working of competitive pressure which is needed for the 
adjustment processes described above. This is shown at the extreme by the exis- 
tence of rising excess supply and simultaneously rising wages which have been 
collectively agreed upon. Long lasting and high unemployment together with a 
normal degree of capital stock utilisation points to the fact that it is not advanta- 
geous for employers to choose another combination of labour and capital which 
allows for full employment. 

The unemployment problem reflects the restrictions on competition imposed 
for the purposes of the welfare of workers and society. However, unemployment 
itself impedes improvement in welfare. Firstly, it imposes high costs of insurance 
and social assistance systems on society, with resultant adverse incentive effects 
arising from necessary taxes and contributions to finance these systems. This is 
most obvious when taxes and contributions are paid by workers and employers 
because unemployment induced by high wages contributes in this case directly to 
even higher total labour costs. The resulting impediments to production tend to 





Regulating Competition in the Labour Market 67 



reduce competitive advantages of producers in foreign markets and reduce the 
number of jobs offered at home. In real terms unemployment means a welfare loss 
because society foregoes the goods and services which could be produced or pro- 
vided by the unemployed, making it absolutely clear that unemployment affects 
the whole of society and not just a few directly hit minorities. Secondly, unem- 
ployment means a more direct threat for the unemployed individuals themselves. 
They face an income loss in most cases and - perhaps not less harmful - are 
threatened by the effects of unemployment on self-esteem and contacts, social 
segregation and political resignation. In this regard unemployment causes not only 
major economic wastage but also creates problems with justice and social peace. 

The unemployment problem has to be solved. The lack of flexible adjustment 
of wages and working conditions is at the core of weakness in employment and 
GDP growth in the former economic powerhouse of continental Europe and has to 
be addressed by reforms. We seriously have to question the regulated structure in 
labour markets and the secured position of the presently employed. It is necessary 
to define the degree to which competition parameters have to be standardised in 
order to get a level playing field. Not all regulations in European labour markets 
are really well founded to avoid negative competition effects. One has to re- 
balance the individual freedom to contract and the collective freedom to restrict 
competition. 



2. The unemployment problem: supply and demand do 
not match 

European unemployment shows distinct characteristics, most of them being very 
different from unemployment in other parts of the world. 

Overall unemployment shows a clear upward trend starting in the 1970s and 
reaching unexpected highs at the end of the 1990s. There is a typical step-like de- 
velopment over time: in cyclical downswings unemployment rises, but in cyclical 
upswings unemployment does not fall to previous levels. This is in sharp contrast 
to the US-labour market where cyclical fluctuations in overall unemployment do 
not show any rising trend but rather cyclical fluctuations around a trend rate of 
about zero. 

It is widely believed that this dramatic rise in European unemployment is due to 
real factors, although the initial shock might be a monetary one (Pissarides 1999: 
391). Whatever the initial reasons for unemployment may have been, long lasting 
supply surpluses inevitably are a sign of insufficient competition, especially defi- 
cient price competition. This simple statement is true for labour markets as well as 
for product markets. If there are no restrictions on price competition and if we find 
unemployment for reasons other than job-rotation or business cycles we should 
expect wages to fall until the unemployed are reassigned to their most productive 
employment. The contrary holds for nearly all European countries. An outstanding 
example is the development of real labour costs and total hours worked in West 
Germany compared to the development in the United States. From 1982 to 2000 in 
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West Germany, labour costs rose by 40%, and total hours worked declined by 4%; 
in the United States the total increase of labour costs amounted to about 4%, and 
total hours worked rose by 37% (Sinn 2002: 9). The development of employment 
is thus the mirror image of the development of wages with respect to labour costs. 
The crucial role of wages is underlined by the experience of the Netherlands: 
following the so called Wassenaar Agreement in 1982 a policy of significant wage 
moderation was pursued, and from the mid-1980s to 2000 real labour costs only 
rose by about 12% and total man-hours rose by about 20%. (Sinn 2002: 9). 




Fig. 1. Unemployment Rates in the EU 15 and the USA in % 

European unemployment differs from US unemployment not only in terms of 
the aggregate data over time but also in terms of the composition. In contrast with 
the US-labour market, in most European countries unemployment is largely repre- 
sented by long-term unemployed, which means that the duration of individual un- 
employment is longer than 1 year. 

On average about 45% of the unemployed in Europe are stuck in long-term un- 
employment. This is also in sharp contrast with the United States where only 
about 6% of unemployment is long-term. This phenomenon of high long-term un- 
employment is often seen as a consequence of “Eurosclerosis”. This term broadly 
describes how European countries built up elaborate systems of welfare benefits 
and labour market regulations at a time when the European economy was growing 
fast (Siebert 1997). When the negative supply shocks in the 1970s arrived, Euro- 
pean and Global economic integration accelerated and biased technological pro- 
gress accelerated, the economic costs of generous welfare systems and regulations 
became very high: European labour markets found themselves unable to adapt 
quickly enough to the new conditions and scarcities because of the previously 
introduced benefits and regulations which turned out politically to be very difficult 
to change (Pissarides 1999: 398). 
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Fig. 2. Long-term unemployment as % of total unemployment (2002) 

Differentiation between levels of education shows that not all workers are 
equally affected by the changes in labour markets. There is a clear bias towards 
relatively less qualified unemployed (OECD 2002: 316-318). In 2000, members of 
the European Union labour force with less than upper secondary education 
showed a labour participation rate of 53.9% but an unemployment rate of 10.6%; 
for those with third-level education, the labour force participation rate amounted 
to 84.2% and the unemployment rate 4.3%. For Germany, participation rates were 
50.6% and 83.1% and unemployment rates 13.7% and 4% respectively. 

The bias towards less qualified unemployed reflects biased technological pro- 
gress and changed scarcities arising from growing international trade and direct 
investment in low-wage regions. In competitive labour markets these changes in 
relative scarcities result in widening wage differentials thus mitigating the ten- 
dency not to employ people with relatively low productivity characteristics. In 
fact, this pattern of wage adjustment is common in the US- and UK-labour mar- 
kets but rare for most European countries. 

In 1985 the wage differential between low wage earners (first decile) and high 
wage earners (ninth decile) in the US was already much higher than in Europe, 
especially in Italy, the Netherlands, and Germany. While this differential has 
grown in the US from 387% to 434% and in the UK from 280% to 331% between 
1985 and 1995, it grew only slightly in France and the Netherlands from 1985 to 
1990 but declined between 1990 and 1995. In Germany it declined continuously, 
starting at 236% in 1985 and ending with 221% in 1995. So in 1995 highly pro- 
ductive workers in Germany earned about 2.2 times the income of the lowest paid 
workers, compared with US high wage earners, who earned about 4.3 times the 
wage of the lowest paid group. Obviously the pattern of wage differentials is much 
more market-oriented in the US and the UK than in continental European coun- 
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tries. This is especially true for Germany where unions strive for more distribu- 
tional justice by equalizing wage differentials. 



U.S.A ■ 1 France A — United Kingdom 

Italy ■ X The Netherlands ♦ Germany (W) 
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Source: Jahn (2002) and OECD (1996). The figures are based on the income of male 
employees, except for the Netherlands where the income of female employees is 
included. Italian data are from 1985, 1989 and 1995. Data from France, the 
Netherlands and Germany are from 1985, 1990 and 1994. 



Fig. 3. Wage Differentials (ninth decile/first decile) between 1985 and 1995 and changes of 
wage differentials between 1985 and 1995 

There are also distinct features related to the age structure of workers and un- 
employed. Looking at young people between 15 and 24 years, in the European 
Union, their average participation rate in 2001 was about 40.5%, compared with 
the US at about 58%. This points to longer time in education in Europe which may 
result in comparative advantages related to the quality of labour. In the same year, 
youth unemployment was about 14% in Europe and about 10.5% in the US. This 
seems to reflect a comparative disadvantage in getting jobs, but when we compare 
this with the overall unemployment rates of about 8% for Europe and about 4% 
for the US, youth unemployment appears relatively higher in the US. More re- 
markable is the comparison at the other end of the age range, i.e. from 55 to 64 
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years. In the US the labour force participation rate is about one third higher than in 
Europe, i.e. one third more of the people of this age group are working or are 
looking for work. And their chances of obtaining employment are also higher. The 
corresponding unemployment rate is 3.1% in the US and 6.4% in Europe. Rela- 
tively low participation rates in Europe reflect a relatively low retirement age. The 
average effective retirement ages of men in the period 1990 to 1995 were ap- 
proximately 58 in Italy, 59 in France, 60 in West Germany and 61 in the UK, but 
64 in the US and 70 in Japan (OECD 2002a: 140). This has declined in Europe 
from much higher values in the 1970s because of generous options for early re- 
tirement aimed at reducing the amount of work supplied which was thought would 
ease the problem of growing unemployment. These incentives to leave the work- 
place turned out to be very expensive and have been under review in recent years. 
In the light of longer life expectancies further reforms seem unavoidable. 

Obviously the usual competitive market adjustments are not at work in most 
EU Member Countries. Unemployment turns out to be persistent; wages rise de- 
spite large and growing excess supply; wage differentials do not react to widened 
differences in occupational and regional employment opportunities. All this points 
to a lack of competition. 



3. What do we want by regulating competition? 

Regulating competition in labour markets is usually based on arguments of market 
failure arising from the specific nature of labour and labour relations. The basic 
argument reads as follows: individual workers have much less bargaining power 
than individual employers (asymmetric distribution of power) so employers can 
use unfair practices in matters of hiring, working, and firing. This calls for special 
regulations in order to reach a level playing field. The authors feel that this argu- 
ment contains three important aspects: Firstly, workers should be protected from 
dangerous working conditions for reasons of health and safety at the workplace. 
Secondly, most people in Europe want to avoid the exploitation of labour for dis- 
tributional reasons, and consequently prevent the creation of working poor. 
Thirdly, workers should be able to get non-wage benefits according to their 
preferences if they are willing to pay for them trough reduced monetary income. 
We will have a closer look at these three hypotheses and analyse the credibility 
and effects of corresponding regulations by examples. 



3.1 Regulations to avoid dangerous working conditions 

Regulations in favour of health and safety at the workplace can be justified not 
only with asymmetric information but also with collective goods arguments. There 
might be reasons to regulate working conditions in order to avoid dangerous 
situations and circumstances at the workplace or in the work process, if one takes 
it as given that individual workers and employees will not be able to protect them- 
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selves against possible dangers from specific hazardous materials or working 
processes. This might be the case because of informational problems. So one can 
assume that individual workers will not be able to inform themselves about pos- 
sible dangers and less dangerous alternatives as well as experts. Even if some 
workers were very well informed, problems might arise relating to collective 
goods, because bargaining for less dangerous working conditions would benefit all 
workers, whereas only the initial individuals would have to bear the informational 
and bargaining costs. 

While there are really good arguments to regulate dangerous working condi- 
tions, it has to be simultaneously admitted, that these regulations tend to be too 
restrictive. Technical experts who prepare laws or directives in order to protect 
workers’ health and safety concentrate on potential dangers. They can forget to 
take into account costs related to restrictive regulations. As such regulations in- 
crease labour costs, they reduce potential wage income for workers. One must be 
aware of the trade-off in every single case. 

Health and Safety Regulations have come very far since the adoption of the 
Single European Act in 1987. Article 118A (now Article 138) allows the Council 
of Ministers to adopt, by qualified majority, directives intended to protect workers 
health and safety at work. Directives adopted under this Article lay down mini- 
mum requirements, so Member States must raise their national level of protection 
if it is lower than that set by the directive. 

Measures have mainly been taken in pursuance of the Framework Directive 
(89/391/EEC), which contains the basic provisions for health and safety organisa- 
tion at the workplace, supplemented by 15 individual directives for specific groups 
of workers (e.g. the Council Directive 92/85/EEC on pregnant workers), work- 
places (e.g. the Council Directive 92/58/EEC on safety signs) or substances (e.g. 
the Council Directive 98/24/EC on chemical agents). Besides these regulations 
there are additional directives in pursuance of the Framework Directive on chemi- 
cal, physical and biological agents (Council Directive 80/1107/EEC) and supple- 
mentary individual directives. 

It would be far beyond this paper to pass judgement on specific regulations at 
national or European level. Probably most if not all regulations in the field of 
health and safety protection are useful to enhance health and safety at the work- 
place and the experts have certainly done their very best. Nevertheless, these 
regulations amount to many hundreds of pages of detailed instructions, which em- 
ployers are obliged to follow. Taking into account the trade-off, that all regula- 
tions impose costs on employers and thereby reduce the direct wages of workers, 
one could reconsider for example the adequacy of regulations about the design of 
computer keyboards and their arrangement on desks (as is done in the Council Di- 
rective 90/270/EEC). 

Perhaps one of the best known EU regulations in the context of workers’ health 
and safety is the Council Directive 93/1 04/EC on working time. This restriction 
will be dealt with below because although it is adopted under Article 138 of the 
treaty, it does not protect workers from really dangerous working conditions, but 
effectively restricts individual freedom of contract for employers and employees. 
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3.2 Regulations to avoid sweating 

The bargaining power of employers and employees is asymmetric in a situation 
where there is abundant working supply and the substitution of employed workers 
by unemployed is nearly costless for employers, as hiring and firing costs are neg- 
ligible. Employers are then able to take advantage of the competition of workers 
for the jobs by offering lower wages as long as there are still enough workers 
willing to accept. As already mentioned during the industrial revolution in the late 
19 th century many workers were forced to accept very low wages and to compen- 
sate resulting income loss by offering more hours of working time in order to 
reach an income high enough to survive. In theory, “sweating” means that em- 
ployees offer more hours of working time despite lower wages because this is the 
only means to achieve a minimum income level. 

The often cited phenomenon of “working poor” in the US might be seen as a 
moderate form of sweating. Workers in the US do not need to offer more than 40 
hours working time per week in order to assure minimum living standards and 
child-labour is also unnecessary. Nevertheless, in the US there are people living 
below the poverty line, despite the fact that one or more family members are 
working. In 1997 4.2% of all non-elderly persons lived in families with incomes 
of less than the Federal poverty threshold 2 although the adult in a one-parent 
family worked at least 1,000 hours a year or the adults in a two-parent family 
worked at least 2,000 hours a year (Acs et al. 2000). This is equivalent to stating 
that more than 4% of all non-elderly citizens in the US earned incomes below the 
poverty line despite the fact that the one-parent family adult was working equiva- 
lent to a half-time job or a single-earning adult in a two-parent family was work- 
ing full-time. The authors do not find lower wage paid in low-productive jobs in 
the USA to be offensive. Getting a job and earning income is socially and indi- 
vidually desirable. It is the fact that only some of these low-wage earning families 
are temporarily helped by social assistance to reach a minimum income, which is 
not be seen as acceptable to many Europeans. Many people in Europe feel that 
families whose single-earner works full-time, should be helped by additional 
benefits to reach a minimum income. 

The idea of sweating and working poor is used to advocate regulations like 
minimum wages and working time restrictions. If one restricts working time to a 
clearly defined number of weekly, monthly or yearly hours, workers would have 
to fight for wages per hour which allow them to survive instead of supplying more 
hours of working time. They simultaneously would not be able to compete against 
each other by offering more hours of work at lower wages and thereby reduce the 
average wage further. However, this reasoning overlooks the possibility and 



2 The official Federal poverty line adjusts for annual cost-of-living increases and family 
size. In 1997, the poverty threshold was $10,473 for a family of two, $12,802 for a 
family of three, and $16,400 for a family of four. Families with incomes between 100 
and 185 percent of the Federal poverty line are designated as near poor because they are 
served by a number of government assistance programs that use 185 percent of the 
poverty threshold as the upper limit to determine eligibility. 
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willingness of people to earn higher incomes by offering more working time to the 
shadow economy. Additional regulations of minimum wages clearly prevent 
sweating if minimum wages guarantee minimum living standards of workers sup- 
plying a reasonable amount of working time. 

There is no EU-regulation concerning minimum wages and the national regula- 
tions in the Member States differ remarkably. Nine Member States have statutory 
minimum wages, which are defined either per hour, per week or per month. In the 
other Member States of the EU there are no statutory minimum wages but there 
are often effective minimum wages. For example, in Germany worker coalitions 
and employers bargain for a minimum wage for their members and the Minister 
for Employment can subsequently make these wages binding on all employees 
working in the corresponding sector. In Germany these provisions extending col- 
lective agreements to employers and employees, not affiliated to the signatory 
organisations, traditionally are used in the building industry. However, in 2002 for 
example there were similar arrangements for hairdressers, cleaners, watchmen and 
electricians. In Finland, Austria and Italy there are also methods of establishing 
quasi-law minimum wage standards. 



Table 1. Statutory minimum wage in EU Member Countries 





Monthly minimum wage 
(January 2003) 


Employees who earn ac- 
cording to minimum wage 
(2001) 


Portugal 


416 € 


4.0% 


Spain 


526 € 


0.9% 


Greece 


605 € 




Ireland 


1073 € 


2.2% 


U.K. 


1105 € 


1.0% 


France 


1154 € 


13.9% 


Belgium 


1163 € 




Netherlands 


1249 € 


2.2% 


Luxembourg 


1369 € 


15.5% 



Source: Eurostat 2003 



Minimum wages preserve workers incomes for those who are employed. How- 
ever, such regulations do not help low-skilled workers to get a job in the first 
place. So, in the end, these standards might guarantee that no one who has got a 
job ends up in a situation of extreme poverty. But these restrictions offer little help 
to any workers and their families who are unemployed. 

For example, the French statutory minimum wage is high enough to have an 
impact because the minimum wage appears above the market clearing level. As a 
matter of fact, in 2002 about 14% of French workers earned the minimum wage. 
But this wage was not market clearing at all. At the same time, there was a high 
unemployment rate of 14% among low-skilled workers. Fortunately, the unem- 
ployed did not suffer. But this clearly is not due to the minimum wage standards 
but rather due to the social assistance and unemployment insurance systems. 
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People in Europe seem not only offended by the idea of working poor, but also 
by the idea of non-working poor. In Europe, most societies have decided to assure 
all citizens a minimum living standard, not just employed workers and their fami- 
lies. The hypothesis of sweating was developed in relation to early industrial so- 
cieties without social assistance systems as we know them today. Consequently, 
when we consider that there are social assistance systems in almost all European 
countries, which guarantee all citizens a minimum standard of living, it is not the 
minimum wage but social assistance that keeps citizens out of economic misery. 

Minimum wages cannot guarantee the unemployed a minimum living standard, 
but minimum wages and working time restrictions prevent employment of 
workers below the defined wage, even if their minimum living standard is 
guaranteed by social assistance. So, the combination of minimum wages and so- 
cial assistance in effect does induce the opposite phenomenon to the institutional 
framework existing in the US. The occurrence of working poor is offending be- 
cause of the status of being poor. In many European countries we are confronted 
with the phenomenon of able to work unemployed who are not poor but also who 
are not working. This situation of being non- working non-poor clearly is very ex- 
pensive to society and is also not desirable for the affected unemployed. Policy 
should be directed towards working non-poor. This will be discussed further be- 
low. 



3.3 Regulations in accordance with workers preferences 

The provision of services and benefits, the guarantee of rights, the claim of in- 
surance or educational leave and many more regulations can be thought of as an 
income in kind - a “social wage” - which represents an addition to a worker’s 
cash income . 3 

In principle it is irrelevant for employers whether they have to face costs arising 
from labour market regulations and social security contributions, or arising from 
direct wage payments, so long as the total of labour costs equals productivity. 
They do not care about regulations that increase labour costs, if the direct wages 
workers ask for are simultaneously lower. Regulating working conditions and 
working time or assigning claims to employees always results in employment of 
labour becoming more expensive. If this is not compensated through higher pro- 
ductivity, labour costs per unit of output rise. Because labour costs need to be 
covered, direct wages and social wages together cannot be greater than what la- 
bour produces for the company because labour will only be employed if it pays at 
least as much as it costs. Labour costs therefore do have some maximum, essen- 
tially determined by labour productivity or value added of labour. The area up to 
this maximum can be used in various ways: a high hourly wage in cash with rela- 



3 In literature often all kinds of governmental spending on welfare services are referred to 
as “social wage”. What is relevant in our context is only the part of costs which enhances 
labour costs to the employer and correspondingly the value workers assign to these ser- 
vices, rights and benefits. 
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tively little social wage in kind or vice versa, a high cash income at present and 
relatively little savings for the future in terms of social insurance and pension 
schemes or vice versa, a high monthly cash income with relatively little spare time 
or vice versa. 

There is no doubt about this among economists. It might be true that many peo- 
ple in rich countries ask for higher insurance benefits and are willing to accept 
lower direct incomes in favour of higher social security contributions. It might 
also be true that in some countries many workers are willing to give up shares of 
direct wage in favour of the right to educational leave or in favour of pleasant 
working locations. On the other hand, some people might prefer higher cash in- 
come. In principle, there is no reason why people should not be able to choose ac- 
cording to their individual preferences. As long as we regard these privileges as 
private goods, there is no argument for regulation because every employee can 
purchase those goods or services or privileges himself. To clarify, if there are no 
or only negligible problems of external effects or collective goods, according to 
the principles of personal freedom, there should be absolutely no regulation which 
forces workers to forego cash income in order to account for regulations which 
increase labour costs. 

In some cases of assumed collective good characteristics there seems to be a 
potential for collective action to avoid free-riding. For example it would not be 
easy to exclude employees from taking advantage of comfortable working condi- 
tions while they simultaneously refuse to reduce their claim to a direct monetary 
wage. There are protagonists who argue for the right to educational leave, identi- 
fying a common good of higher average education of the workforce. But argu- 
ments on the line of collective goods simultaneously harm those, who would pre- 
fer higher shares of cash income, if they force all employees to burden a part of 
the financing by reduced cash incomes or unemployment. So one has to consider 
welfare loss due to potential costs of free riders or abolition of benefits in kind be- 
cause of preference revelation problems and welfare loss due to equally financing 
shares despite preference variation. 

In relation to working time regulations, this is an example which demonstrates 
the negative effects of regulatory parameters which could be dealt with by workers 
and employers individually or at the firm level. The EU restricted the average 
working time to 48 hours per week (including overtime) and established the right 
to get at least four weeks of paid holidays per year. Moreover, the Council Direc- 
tive 93/104/EC of 1993 requires a break every six hours, at least eleven hours 
spare time in one single block per day, at least 35 hours spare time in one single 
block per week and restricts night work to 8 hours per day. 

Compared to the average working times of manufacturing industries this regu- 
lation does not seem to effect the working time in European countries. The EU- 
regulation amounts to more than 2,200 hours per year, taking into account that 
there are on average 10.5 days per year of public holidays in the EU Member 
States. In 2002 the highest number of working hours in manufacturing industries 
amounted to 1,840 hours for the year (Greece), which was less than 85% of the 
EU restriction. But the Council Directive on working time does not only cover 
workers in manufacturing industries on average but also concerns each individual 
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employee. Feldmann (1999: 672) reports that the EU-directive was more restric- 
tive than national regulations before 1993. For example German law required 
“only” three weeks holiday per year. In Great Britain the EU-directive would have 
prevented about 3% of the worked hours in 1991 if this law had been implemented 
in that year. In 1991 about 2.5 million workers worked more than 48 hours per 
week, the right to four weeks paid holidays would have accounted for 0.5% higher 
labour costs. 

It seems to be questionable, whether the detailed restrictions on working time 
really are in favour of all workers. For example, the EU-directive restricts working 
time for night work to 8 hours per night. According to surveys, people prefer to 
work 10 hours per night four times a week rather than 8 hours per night five times 
a week (Kuhn 1993: 107). However, this is not allowed by the EU-directive, 
which does not seem to be reasonable as longer spare time-blocks per week could 
possibly enhance the well-being of the workers or correspond to workers’ pref- 
erences to see their families and friends. 

One might feel that existing working time regulation is not so strict as to cause 
major concern. Nevertheless, it is important to point out that in principle such 
regulations restrict personal freedom of contract for individuals, thereby inducing 
cash income losses which not every individual worker would freely give up. For 
example one can consider national working time restrictions to 35 hours per week 
on average as in France or in some industries in Germany. How do we compensate 
those who want to work more than 35 hours in order to get higher cash incomes? 
If for example a young worker has to pay for his partner, his children and a new 
house, why should he not be allowed to work more hours in order to cope with his 
financial obligations? 

It should be evident that restricting working time only harms those who want to 
work more hours in order to get higher incomes. It is worth noting that these peo- 
ple represent the relatively poor. In the context of European regulations this prin- 
ciple has different effects on different nations. The way the total wage is split be- 
tween direct and social wage components mainly depends on the respective 
preferences, which are due to cultural traditions and the amount of assets owned as 
well as the level of real income. As a rule, the desire for a higher cash wage is 
more intense, the lower the amount of assets owned. As such, a harmonisation of 
different national restrictions on the labour market will likely lead to a loss in wel- 
fare: certain standards becomes mandatory for everyone, although most of those 
involved would have chosen a different standard, according to their real income 
situation. It follows that the bigger the differences between preferences and real 
income, the more negative a harmonisation of labour regulations will be. The 
Southern enlargement of the EU in particular has widened the wealth gap inside 
the EU, as will the Eastern enlargement. EU candidates will have to adopt entirely 
to the current EU labour market regime. The problems outlined therefore will soon 
become even more relevant. 

According to the EU ad hoc survey among employees (European Commission 
2000: 23-25) only workers in Denmark wished to reduce working time. In the EU 
as a whole, 58% of the interviewed workers opted for higher wages, when con- 
fronted with the alternative of an increase in pay for the same hours of work or a 
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reduction of working time with the same pay as today. Regarding age groups, 
young workers were much more keen on an increase in pay than older workers. 

What is more important, additional spare time is seen as a luxury-good. So it 
can be shown that elasticity of preferred spare time relative to income per capita is 
higher than 1 (Kuhn 1993: 105). In other words, poorer workers have a stronger 
preference for additional income than richer workers. Why do we need regulations 
of working time at all? Why is it not possible to contract working time indi- 
vidually? The authors cannot find convincing arguments which call for collective 
action. If working more than 48 hours per week or having less than four weeks 
holiday would be really dangerous in terms of health and safety for European 
workers, why can workers in Japan and the US stand it and why are independent 
contractors in Europe not affected? Some may find this unconvincing and assume 
that working more than a somehow defined number of hours per week has to be 
forbidden because of its negative impact on workers health. However, restricting 
working time can be compared to forcing all families to buy a saloon car even if 
less rich people would prefer to drive a compact car and save the remainder for 
other purposes. By regulating working time the EU discriminates against the 
preferences of poorer workers and perhaps forces them to seek additional income 
and sacrifice spare time by working in the shadow economy. 

Employment protection legislation is another prominent block of regulation in 
the context of “social wage”. Employment protection legislation is not yet regu- 
lated at the European level. On the contrary, there is great disparity between the 
European nations. In 1998, dismissal of workers without explanatory statement 
was possible in Belgium, Greece and Austria (Mozet 1998: 298). In all other 
countries dismissals had to be justified. In almost all countries a cancellation pe- 
riod has to be respected depending on the duration and on the type of employment, 
sometimes additionally depending on the age of the employee. Only in Portugal, 
Greece and Spain (here only because of individual misconduct) is dismissal with- 
out prior notice possible. 

Moreover, dismissal protection is not in force in all Member countries from the 
beginning of the employment. For example, employees in Denmark are protected 
after a duration of employment of at least six months, in Belgium after three 
months, and in Ireland after 13 weeks. There are also noteworthy differences in 
statutory cancellation periods. One can cite the example of an employee after ten 
years duration of employment who could be dismissed without notice in Portugal, 
but only after a notice period of seven months in Greece (Kollmeier 2001: 39). 

Dismissal protection is often discussed as a special case of insurance. Risk- 
averse employees might be willing to reduce their actual income to get more secu- 
rity to stay employed. To ask for dismissal explanations - as is statutory in all 
Member Countries of the EU except Portugal - might be seen as an insurance 
against arbitrariness. To make cancellation periods mandatory might be seen as an 
insurance which gives workers ample warning of future lay-offs and facilitates job 
search. Many people suppose that protection against dismissal is in line with 
preferences and workers do favour increasing job security for lower direct wages. 
Furthermore, there is an argument that employment protection legislation is also in 
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favour of employers. It may be that regulations, which protect workers from out- 
side competition do have an incentive-effect on the employed workers to invest in 
human capital, because the risk of sunk costs is diminished (SchellhaaB and Nolte 
1999: 422). In addition, stable employment relationships can be an asset for em- 
ployers, if they provide a precondition for trust, loyalty to the firm and co-opera- 
tion on the part of workers (Akerlof 1984). 



weeks 




Fig. 4. Cancellation period after 10 years duration of employment in weeks 

However, dismissal protection arising from these arguments does not seem to 
be a collective good at all. Why should it be impossible for one employee to ask 
for a longer cancellation period than another employee, if he would be willing to 
accept an equivalent reduced wage? And when employers suppose that workers 
are more willing to accumulate firm-specific human capital and want to enhance 
loyalty by promising redeployment in case of problems or longer cancellation pe- 
riods, why do politicians have to impose this by statutory regulations? 

Others argue that there might be an externality due to the existence of unem- 
ployment insurance. Dismissal protection is a “tax on workforce adjustments” 
(OECD 1999: 68) and thereby forces employers to “smooth” employment. How- 
ever, this results in implicit costs of keeping non-productive employees or of 
being overstaffed in times of reduced demand. Whether this results in lower costs 
of unemployment insurance is very debatable because there are also negative ef- 
fects on society and unemployment insurance (OECD 1999: 69). Firstly, em- 
ployment protection legislation may trap a portion of the workforce in long-term 
unemployment, thereby erasing their employability. Secondly, what seems to be 
more important, dismissal protection and thereby induced smoothing of employ- 
ment may diminish society’s ability to reallocate labour in a flexible way in order 
to quickly achieve the volume of workforce adjustment that is required by rapid 





80 Hermann Albeck / Steffen J. Roth 



changes in technology and global product market competition. Moreover, if em- 
ployment protection legislation reduces overall fluctuations, because of reduced 
hiring in the economy, this might lock workers into poor job matches by making it 
less easy for them to get new positions. In a vicious circle this would lower aggre- 
gate productivity levels and growth and result in an overall increase in unemploy- 
ment. 

What is undoubtedly true is that protection against dismissal adds to segrega- 
tion among participants in the workforce. Firstly, employment protection for em- 
ployed workers may be adequate to their preferences, but it simultaneously disad- 
vantages unemployed workers who fail to get protected jobs. These people might 
be trapped in unemployment or have to concentrate on temporary work. Secondly, 
by making it more difficult to get new positions for the unemployed, there might 
be a higher portion of unemployed who get trapped in long-term unemployment. 

Our interim conclusion can be summarised in three points: Firstly, one can ad- 
vocate some regulation which protects workers from dangerous working condi- 
tions, due to employee informational problems. However, because every regula- 
tion related to employment increases labour costs and thereby reduces economic 
potential to pay higher wages or to employ more workers, one has to be very cau- 
tious in using this argument. Regulations adopted with this concept in mind should 
be restricted to serious dangers concerning the health and safety of employees. 
Secondly, taking into account the fact that European societies decided not only to 
protect full-time workers against poverty but to guarantee all citizens a minimum 
living standard by social assistance schemes, there is no argument in favour of 
regulating labour markets in order to prevent sweating or working poor. Thirdly, if 
it is argued that regulations should be suited to the preferences of the affected 
workers, it is essential to get the argument right. The assumption that such regula- 
tions will not cause unemployment because workers are willing to accept equiva- 
lent wage cuts would only be true if all members of the workforce would have 
equal preferences. If workers do have varying preferences, uniform regulations 
harm those who suffer from higher cash income losses than they would freely be 
willing to accept. Therefore, if there is no argument of externalities, collective 
goods or transaction costs, uniform regulations for different individuals must be 
less favourable than the variety of individual contracts employees and employers 
would choose on their own. If one argues for such regulations because of assumed 
externalities, one has to consider assumed welfare gains because of the internali- 
sation of externalities and welfare loss arising from preference violation due to 
varying preferences but equal financing obligations. The same applies to transac- 
tion cost arguments. 

In either case, because labour market regulations inevitably increase labour 
costs and labour costs have to be covered by the value added by the labour force, 
one always has to take into account the effect of regulations on the problem of un- 
employment. 
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4. What prevents the European unemployed from 
engaging in competition? 

When there is high and lasting unemployment, i.e. high and lasting excess supply, 
why do the unemployed not compete to bring down wages and other kinds of 
costly working conditions in order to get jobs? 

There are three possible answers to this key question, probably all of them 
being part of the problem. First of all, there is “somewhat of a consensus among 
economists” (Saint-Paul 1996: 265) that labour market regulation is responsible 
for the problem of unemployment in Europe, especially for long-term unemploy- 
ment, youth unemployment and the unemployment of elderly workers. What we 
are interested in is to answer the question, if the unemployed might just not be al- 
lowed to compete through lower labour costs because of statutory regulations or 
binding contracts of the social partners. 

Another prominent aspect of economists’ discussions about the poor European 
labour market performance is the assumption that reasonable parts of the unem- 
ployed might just be unwilling to work under the working conditions employers 
are offering. Perhaps the European unemployed do not want to compete for jobs 
because of generous unemployment benefits and other kinds of social income. We 
briefly discuss the hypothesis of unwillingness to work among the unemployed 
and approaches to tackle this problem in some Member States. 

There is also the hypothesis that employers do not accept offers to work at 
lower costs from the unemployed because they fear less productivity of the work- 
force which in turn increases labour costs per unit of output. We will analyse what 
mechanisms could be implemented to urge employers to deter cheaper offers from 
the unemployed. 



4.1 Statutory regulations and binding contracts of the social 
partners 

Minimum wages price the least productive workers out of the market, if they are 
effective, i.e. above market clearing level. Employment protection legislation is 
equivalent to firing costs, which deters hiring, thus hampering the economy’s 
ability to adjust to structural change and so ultimately reduce labour demand. 
Working time restrictions are certainly conducive to illicit work if people with 
high wage preferences cannot work as long in their legal jobs as they want to. This 
is why economists frequently recommend reforms in order to achieve more flexi- 
bility in the European labour markets. 

Competitive behaviour of employers and employees in labour markets is re- 
stricted due to state intervention by different authorities. There is not only regula- 
tion by legislation arising from parliamentary or government decisions but also 
from expanding case-law. Both sources of regulation often reach decisions on 
particular questions in order to serve the interests of few employees rather than 
analysing the whole labour market. In addition, legislation and justice often decide 
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in favour of the self-regulating collective contracting-partners of labour unions 
and employers. The bargaining partners are often actually able to define quasi- 
legislation for the labour market. The European legislative and justice system 
might evolve into additional regulatory authorities. 

Regulations in the labour market are directed at almost all activities concerning 
employment. Following the matching process, legal or quasi-legal regulations 
restrict the permitted form of working contracts, especially on working time, holi- 
days, minimum working conditions and minimum wages. The working process 
itself is regulated by the legal strengthening of institutions like the workers’ coun- 
cils and occupational co-operatives, which extend not only to an internal and ex- 
ternal control of working conditions, but also to a partial control of entrepreneurial 
decisions by the employees. Finally, terminating working contracts in most Euro- 
pean countries is regulated by legislation and quasi-legislation. Dismissal protec- 
tion legislation not only results in employers having to pay compensation for dis- 
missal but also forces employers to dismiss those employees they would need in 
the future. Many social compensation plans urge employers to dismiss young, 
more flexible employees rather than older employees as social criteria have to be 
respected. 

Despite the fact that the effects of most labour market regulations are clear in 
direction, there is less empirical evidence that statutory regulations contribute to 
overall unemployment. Statutory minimum wages can only explain unemploy- 
ment for low-productive workers, who do not reach an adequate marginal produc- 
tivity relative to statutory minimum wages. But many European countries have 
reacted to this by differentiating minimum wage between age groups and between 
industries or dealing with the problem by giving exemptions from minimum wage 
regulation for long-term unemployed. Other EU Member Countries do not have 
statutory minimum wages at all. Furthermore, fewer countries have very high 
minimum wages. So it is certainly not only due to minimum wage legislation that 
we cannot observe reasonable falling wages for higher productive workers to clear 
the market. To explain lasting unemployment for higher productive workers we 
have to deal with observed wages above the statutory minimum wage. 

Employment protection legislation in various forms taxes the dismissal of em- 
ployees and so reduces job turnover. It thereby slows down the adjustment of the 
employment and production structure to change and increases long-term unem- 
ployment, adding to a segregation of the workforce which makes wage differen- 
tiation even more urgent. But again, quantitative evidence of the contribution to 
overall unemployment is hardly available. In addition, many European countries 
react by alleviating the restrictions on the use of fixed-term contracts. Compared 
to the alternative of decreasing dismissal protection this seems to be a dangerous 
strategy because if low productive unemployed only get temporary jobs with 
much less protection and lower wages, this could aggravate the problem of labour 
market inequality and social exclusion. 

In summary, statutory minimum wages, employment protection legislation and 
other expensive regulations of the labour market might be partly the reason for 
absence of competition. This might especially be true in countries, where mini- 
mum wages are remarkably above the market clearing wage and where labour 
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market regulations are very strict. Statutory regulations might especially be a 
problem for low-skilled and young workers entering the labour market for the first 
time. But statutory regulations do not account for the European problem of long- 
term unemployment as a whole, so we have to look for other reasons. 

In many European countries agreed wages do determine a lot of work contracts. 
For members of the social partners these agreed wages are effectively minimum 
wages, at least in the short run. Agreed wages often correspond to age and formal 
qualification. Because of rapidly changing working procedures, it is not always 
convincing to assume higher productivity only because of age, job tenure and 
qualifications, which might have been obtained years ago. This may lead to the 
situation that agreed wages are also above marginal productivity of some high- 
qualified unemployed. Because employment protection in many countries is more 
generous for older workers and workers employed for longer, this might add to 
explanations of observed unemployment for the older part of the workforce. 



Table 2. Rate of unionisation and coverage of collective agreement 





Rate of unionisation 


Coverage of collective 
agreements 


Belgium 


55% 


90% 


Denmark 


80% - 85% 


75% 


Germany 


30% 


65% - 80% 


France 


6% - 10% 


85% 


Greece 


30% 


~ 100% 


U.K. 


30% 


20% - 35% 


Ireland 


45% 


45% 


Italy 


38% 


>90% 


Netherlands 


28% 


70% 


Austria 


45% 


>90% 


Portugal 


25% - 30% 


80% 


Spain 


10% - 15% 


70% 


Sweden 


80% 


80% 



Source: WSI-Tarifarchiv 1999; IAO and national data 



In the context of collective labour agreements a further issue is the level of cen- 
tralisation. In many European countries there are agreements at the regional in- 
dustry level or even higher. Those agreements often do not sufficiently account for 
variations at firm levels. If single firms get into trouble they have to be able to de- 
viate from collective agreements in order to avoid otherwise certain dismissal of 
workers. Often workers and employers can reach agreements at firm level which 
enable them to withstand temporarily problems, if they are allowed to. In general, 
employees should be allowed to be exempt from sector- or region- wide protective 
labour agreements, if it would benefit them. Measures to achieve this are special 
opt-out clauses and in some countries (e.g. Austria and Germany) changes in the 
interpretation of the so called “most favoured principle” could be applied by the 
courts. Trade unions have only recently agreed to such opt-out clauses in nu- 
merous collective agreements. The courts hesitate to change their interpretation of 
the “most favoured principle”. Of course, the possibility to deviate from collective 
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agreements in well defined cases of problems at the firm level does not help the 
unemployed, but it could help workers to keep their jobs if problems are tempo- 
rarily. 

Agreed contracts might help to explain unemployment but raise another im- 
portant question. Agreed contracts in most European countries are not binding for 
the whole labour market but only for the relevant contracting parties. So, why do 
non-organised unemployed not compete by accepting lower wages or by accepting 
less generous dismissal protection? Why do more employers not cancel their 
membership in employers’ associations in order to be free to contract with non- 
organised employees at market clearing conditions? 



4.2 Generous welfare-state transfers 

In European Union member countries no one faces severe poverty as a result of 
being unemployed. Social assistance systems prevent this even in the case of long- 
term unemployment. This guaranteed minimum living standard in turn lowers the 
incentive to work because of smaller wage-disparities between the unemployed 
and those employed in low-wage jobs, a phenomenon often called the “poverty 
trap”. Clearly, social assistance in most European countries is not so generous as 
to imply that unwillingness to work could explain unemployment of workers 
without a family who are qualified and have an average level of productivity. For 
example, in Germany where this problem is assumed to be very significant, social 
assistance for an individual in 2001 only accounted for 42% of the industrial wage 
or 70% of a female worker’s wage in the hotel sector (Boss 2002: 109-110). 
Nevertheless, following the 1996 reforms of social assistance in the United States, 
with the change towards activating “welfare to work schemes”, there is now also a 
high awareness in Europe of the incentive effects of welfare. It is admitted that in 
many countries welfare benefits for low-skilled unemployed workers might be 
high enough to erase monetary incentives to search for jobs since they would have 
almost the same monthly income staying unemployed. 

This is especially the case for workers with children because welfare benefits 
are usually means tested in comparison with achievable market income, which is 
set by marginal productivity. A less productive worker might obtain a market in- 
come not higher or even lower than the welfare benefits, if he remains unem- 
ployed, which guarantees him and his family the minimum living standard. For 
example, in 2001 social assistance in Germany for a couple with two children ac- 
counted for 97% of the wage in the gardening sector and 103% of the wage in the 
hotel sector (Boss 2002: 109-110). Another way to demonstrate the reduced 
monetary incentives of working for a couple with children is to compare the social 
assistance benefits from figure 5 with the gross minimum wage rates in table 1 
above. However, this is not to say that something is wrong with the amount of 
transfers received by families. The problem is that two different systems overlap 
at the edge of the welfare and the labour market. 
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Source: European Commission, Mutual Information System on Social Protection, data 
from 2002 

1) Lower limits of social assistance payments. Payments differ across regions. Upper 
limits are: 852 € (family) in Italy; 1237.20 € in Austria; 1 104.04 € in Finland. 

2) Without children-related payments. 



Fig. 5. Guaranteed payments of social assistance in EU Member Countries to a couple with 
two children aged 8 and 12 years (2002) 

The resulting disincentives to work are quite obvious. However, this might not 
be as important as some economic discussions lead us to believe, for two major 
reasons: Firstly, despite a lack of monetary incentives to work at the present point 
in time, accepting an offer to work simultaneously means investing in future po- 
tential employment and the chance for higher future wages. There is no doubt that 
long-term unemployment worsens the future potential to get good jobs. Secondly, 
there is no reason to neglect non-monetary incentives to work. Many people still 
agree on solidarity principles and norms in society which claim that each indi- 
vidual has to do his very best to support himself. Moreover, in most European 
societies, work still has a very important role to play in social integration and in 
boosting self-esteem. There are still many unemployed who are prepared to take 
up job opportunities, even if their effective income will not be above benefit 
levels. 

In recent years, in most European countries one or both of the following strate- 
gies have been implemented or debated. The first strategy is paying subsidies to 
former unemployed in order to give them monetary incentives to work. This is 
systematically misleading because it destroys the system of subsidiarity, i.e. sup- 
porting only those who need it, which usually is seen as a condition for giving 
benefits in social assistance systems. Paying additional subsidies to individuals, 
who are definitely able to work but are only willing to do so if they get a higher 
income than justified by neediness would put those, who are in conflict with soli- 
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darity systems, at an advantage. As a result, former unemployed individuals who 
are able to work and get a job would have a higher effective income than their 
colleagues who were not unemployed before. Simultaneously, they would be bet- 
ter off than other individuals who share the same characteristics of neediness (e.g. 
family size) but who are not able to work due to illness or other reasons. More- 
over, subsidies to former unemployed who were unwilling to accept jobs without 
getting additional transfers might add to collapsing social norms because they 
strengthen the view that it is irrational to take jobs without receiving more money 
than social benefits (Roth 2002: 175). 

The second strategy is cutting benefits for the unemployed, so the income dif- 
ferential between working income and unemployment benefits is widened. It is 
evident that across the board cutting benefits for labour market reasons is in con- 
tradiction with the initial reasons to guarantee the benefits. It could be argued that 
welfare in some countries spends more than is necessary to assure minimum living 
standards. In this case, benefits should be reduced independent of the labour mar- 
ket situation. But if social assistance really only guarantees purchasing power 
which people define to be essential to guarantee minimum standards, than there is 
no possibility of cutting benefits for all citizens dependent upon assistance without 
sacrificing the principle of guaranteeing human dignity for all. 

There is potential for cutting benefits only in the case of individuals who refuse 
to work despite being able to do so. It is not easy to definitively check who is able 
to work and who for health or child care reasons cannot work. More importantly, 
in order to find out whether individuals are unwilling to work, one has to be able 
to offer jobs. Only in this case can cutting benefits below the minimum living 
standards be justified without offending widely accepted European principles of 
social assistance. 

Because we do need job vacancies available to the unemployed in order to deal 
with the problem of unwillingness to work we return to the problem that there are 
few job vacancies for low productive unemployed in continental Europe. 



4.3 Non-wage costs as barriers to entry 

In six Member States of the European Union there is no statutory minimum wage. 
In Austria, Finland, Germany and Italy there are mechanisms which result in 
quasi-minimum wages for portions of the workforce due to very powerful unions 
or due to state intervention which makes union contracts binding. However, if 
minimum wages are part of the problem, why do we not frequently observe 
workers earning only this minimum wage in countries where there are high unem- 
ployment rates? 

Moreover, observing long lasting unemployment among higher productive 
workers, it is not a convincing argument that this is due to statutory regulations. 
Agreed working conditions and agreed wages may help to explain unemployment 
for the higher productive workers, but if this is true, why do employers agree on 
wage contracts with unions above market clearing levels? 
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Furthermore, not all employees and even less unemployed are members of the 
contracting social partners. Therefore a third question is, why do employers, who 
are not forced to pay minimum wages because they are not members of con- 
tracting partners, often pay wages similar to those agreed by the social partners? 

4 . 3 . 1 Whole labour costs do matter 

To answer the first question, one needs to take Spain as an example. Despite Spain 
recording large falls in its unemployment rate from 1994 to 2000, it ended 2000 
with an unemployment level of 14.1% and still had the highest unemployment rate 
in the European Union. The Spanish youth unemployment rate (unemployed aged 
15-24) was over 26% in 2000 (Eurostat 2002: 21). The statutory minimum wage 
in Spain was about 34% of the average income of industrial workers, the lowest 
relative minimum wage in the EU and exactly the same ratio as in the US. 
Whereas in the US 6.2% of the workers were paid the minimum wage, in Spain 
only 2.5% of workers* earned the statutory minimum wage (Eurostat 2001). Is this 
a signal that Spanish employers would not employ more workers if minimum 
wages were lower or if there were no statutory minimum wages at all? This may 
not necessarily be the case. 

Theoretically it is possible for the minimum wage to be above the marginal 
productivity of the unemployed. It has to be kept in mind that employers have to 
consider total labour costs not only wage costs. A gap could exist between the 
marginal productivity of workers in existing jobs and the marginal productivity of 
the potentially employed in non-existing jobs. Gaps in productivity could result 
from non-wage labour market regulations which increase labour costs. 

What can be said about labour market regulations in Spain and the US at that 
time? Looking at fixed-term contracts, these were only permitted in specific situa- 
tions in Spain, e.g. temporary replacements or training contracts, while in the US 
there were no restrictions whatsoever on fixed-term contracts (OECD 1999: 100- 
104). For compensation pay following “unfair” dismissal, Spanish workers were 
able to choose between reinstatement with back pay and compensation of 33 days 
per year of service, with a maximum of 24 months of salary. Workers hired before 
1997 still received up to 45 days severance pay per year of service with a maxi- 
mum of 42 months pay. “Fair” dismissals only arose in “objective” circumstances, 
including economic redundancy and employee inability to adapt to changed 
working technologies after three months training. In comparison, in the USA there 
was a wide spectrum of compensation claims imposed by the courts, but with the 
exception of the public sector, it is generally “fair” to terminate open-ended em- 
ployment without justification or explanation unless the parties have placed spe- 
cific restrictions on terminations. According to the so-called “employment-at-will” 
principle in the US an unfair dismissal would only be due to discrimination (i.e. 
because of national origin, race, sex, etc.). In conclusion, total labour costs of low- 
wage employees in Spain and the US differ significantly despite similar relative 
minimum wage levels. 
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4.3.2 Employers are not aiming at employment 

Why do employers agree on wage contracts with unions above market clearing 
levels? It was explained above that labour markets in Europe are exempt from 
competition due to historical reasons and the traditional problems of asymmetric 
power. Assuming poorly qualified and immobile workers on the one hand and less 
competition among employers on the other, a monopsonistic situation could 
threaten the labour market. If there is only one big employer in the relevant re- 
gional market, but a notable over-supply of workers who want to work for this 
single employer, this firm could force the workers to accept very poor contracts. 
This is the situation people have in mind, when they assume that there is a need 
for worker coalitions in labour markets, in order to create a counter-balancing 
power acting for the workforce. Unions are expected to contract with employers 
on a level playing field. Employers on their side fight for wages and conditions 
they can afford and resulting contracts adjust to the needs of both contracting 
partners. On the other hand, forming coalitions in terms of competition means 
forming cartels and thereby reducing competition among individual workers and 
employers. 

However, times are changing. Firstly, the workforce is no longer homoge- 
neously qualified or immobile. There are many specialised and well-qualified 
workers who are not competing for the same jobs. Employers often cannot sub- 
stitute one employee for another without facing considerable training costs. 
Secondly, there is competition between employers for workers and not, as is 
claimed, a monopsonistic demand. The situation seems at least partly to be in- 
verted, which we can sometimes observe, as employers try to increase their market 
shares of product markets by using agreed wages above market clearing level. 
Agreed contracts do not prohibit competition between employers for qualified and 
scarce workers by offering wages in excess of agreed wages and offering better 
working conditions, but they do prevent wages from falling. Collective agree- 
ments can therefore be used as a means to restrict competition. For example, 
during the German unification process, West German employers agreed on wages 
considerably above what was adequate for marginal productivity in the Eastern 
firms. Consequently, many East German employers were not able to become se- 
rious competitors to the Western firms. Simultaneously, unemployment rates in 
East Germany rose much higher than those in the West. Thirdly, we cannot as- 
sume that employers always fight for low wages and less generous working con- 
ditions, because there are alternative strategies to cope with higher labour costs. If 
labour costs are firmly above marginal productivity, firms can react by substi- 
tuting capital for work or by changing the location of production to other regions 
or countries. They will do so instead of fighting against higher wages, if the ex- 
pected costs of such fighting are above the expected costs of technological 
changes or above moving costs. 

Generally, one needs to be aware of the fact that it is not the aim of capital- 
owners to employ many workers or to produce many goods and services. Rather 
the aim is to make profits. In cases where factors are too expensive and no substi- 
tuting alternative exists or changing the location of production to cheaper labour 
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markets is not possible, employers will exit the market completely and invest in 
other activities. They will do so, if leaving the market produces a more adequate 
return on their capital than staying in the market. 

Despite the fact that employers seem to accept contracts of the social partners, 
this does not mean that they can afford labour costs without adjusting the produc- 
tion process or location. In the long run, excessively high wage growth does not 
result in changing distributional shares between the capitalists and the workforce, 
but in changing distributional shares between employed workers and the unem- 
ployed. 

4.3.3 The Insider-Outsider-Conflict 

Substituting factors by changing production technology or moving the location of 
production is not costless. Leaving the market is only an alternative in the long 
run, because firms have to face new initial investments in doing so. Because of 
these costs, it is in employers’ interests to contract with their employees at ade- 
quate wage rates, if achievable. In many European countries there are still em- 
ployers, who are not part of the social partners’ contracting process and who are - 
in principle - allowed to contract wage levels below those which the social part- 
ners agreed on. Why do these employers often pay wages equal to or very similar 
to those agreed upon by the social partners? 

The so-called Insider-Outsider-Theory (Lindbeck and Snower 1988) helps an- 
swer this question. It focuses on cost-differences between the already employed 
workers (“insiders”) and the unemployed (“outsiders”). Cost-differences due to 
the status of being employed or unemployed can explain why the insiders can ask 
for wages above market clearing level without being in danger of being substituted 
by the unemployed. Such cost-differences can be understood as barriers to en- 
tering the market for the unemployed if they are high enough to prohibit effective 
competition by wage cuts. Simply said, the theory assumes that substituting al- 
ready employed workers with formerly unemployed people imposes additional 
costs on the employer, equal to the marginal hiring and firing costs. The already 
employed workers can ask for wages up to the sum of the reservation wage of the 
unemployed plus the substituting costs. There are two kinds of cost differences 
which could be part of the answer to our initial question on European Unemploy- 
ment. 

Firstly, there may be costs related to the willingness of the workers to co- 
operate with new colleagues. For cultural reasons it might be true that in large 
parts of Europe there is less tolerance for competitive behaviour between workers 
than in the United States. If offering work at wages below the agreed wage is seen 
as anti-social behaviour, formerly unemployed, who do get a job by competing 
through low wages, might as a consequence not receive co-operation from their 
colleagues. Moreover, the workers may react by unwillingness to co-operate with 
the firm if the employer, formerly seen as partner, is now seen as a capitalist an- 
tagonist. The employer would have to react by compensating for this lower co- 
operative behaviour from his workforce by enhancing control and by offering 
more incentives directly related to work effort. If this is true, the nominally 
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cheaper workers would have a lower marginal productivity due to being mobbed 
and they would even cause the marginal productivity of all staff to fall by 
lowering the average effort. As a result, they would be less beneficial to the em- 
ployer, even before allowing for searching, contracting and training costs. Lower 
wages would not fully lead to competitive advantages but would be necessary to 
compensate lower productivity. A comparative advantage would only come into 
effect, if the newly employed are willing to accept wages much below the usual 
level. The possibility of competing for jobs by asking for lower wages than usual 
could therefore be dependent upon peoples’ attitude towards what is a “fair wage” 
(Akerlof and Yellen 1990). If society regards equal pay for all workers with simi- 
lar qualifications as fair, or if society expects equal wages for all employees doing 
a similar job, competing through different wages according to scarcity, personal 
effort and productivity may be much more difficult. 

Although such culturally based costs might be important in explaining absence 
of wage competition in “socially” orientated European societies, this cannot be 
changed easily by political decisions. However, there is a second line of reasoning 
about cost-differences between employed and unemployed workers due to statu- 
tory or quasi-statutory regulations. This effect is evident in relation to statutory 
minimum wages declared to be binding for all employment contracts. In this case, 
competition by lower wages is forbidden for everyone. This is also clear when 
considering dismissal protection, because high severance payments increase the 
costs of substituting already employed with formerly unemployed. Simulta- 
neously, it increases costs of contracting new employees, because, in cases of bad 
performance or declining demand for goods, there are higher redundancy costs 
than without employment protection legislation. 

What is less evident is that in principle all regulations intensify the problem be- 
cause they prevent free contracting on work conditions, which are part of the la- 
bour costs relevant to the employment decision. To prevent competition the in- 
siders do not only have to prevent direct wage competition, but they also have to 
prevent outsiders underbidding on non- wage privileges and working conditions. 
This assumption is plausible if there are regulations which guarantee benefits with 
the characteristics of luxury goods, such as the right to educational leave, spare 
time, restrictions on night work or special equipment in the workplace. Employed 
workers might have a higher willingness to pay for such privileges than the unem- 
ployed. Regulations which force employers to give every employed person the 
same rights increase cost-advantages for the insiders. Whereas already employed 
workers would perhaps be willing to accept cost-equivalent wage-cuts in order to 
get these rights and privileges, unemployed workers may not be able to afford to 
accept the same wage-cuts because of lower savings and because of lower in- 
comes due to less work-experience and firm specific human capital. This mecha- 
nism enables insiders to get privileges without being threatened by competing 
outsiders. The mechanism works by using all kinds of regulations, where it is 
likely that the employed worker with average income and property has a higher 
willingness to pay than the unemployed. Similarly the unemployed, or at least the 
long-term unemployed, could be less willing to pay for social security or addi- 
tional pension rights. 
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At least some regulations could be used as barriers to entry, thereby serving 
only the privileged workers, who despite their higher labour costs are still em- 
ployed. Regulations restrict competition by the low-skilled unemployed if they are 
forced to ask for monetary income in addition to costly working conditions and 
are not able to compensate by working more hours per day. 



5. Politics to enhance the competitive pressure from 
outsiders 

If the Insider-Outsider conflict is part of the problem, remedies have to increase 
competitive pressure from outsiders. There are two big groups of workers who are 
outsiders with regard to national labour markets: the unemployed and foreign 
workers. 



5.1 Competitive Welfare to Work 

As stated above, the phenomenon of non-working non-poor in Europe caused by 
the combination of social assistance and regulations which increase labour costs 
cannot be satisfactory. This situation not only means less welfare due to fewer 
products and services and due to the costs of transfers to the unemployed but also 
means a deepening of the segregation of the workforce arising from long-term un- 
employment. At the same time it has been noted that tackling the problem of un- 
willingness to work requires offering job vacancies to the unemployed, who are 
able to work. 

In most European Countries measures of so-called active labour market policy 
are on the agenda. These often include some kind of socially organised jobs. 
However, these jobs are often paid in accordance with minimum wages or agreed 
wage levels despite the fact that it is the general tax payer, the unemployment 
insurance system or the social assistance system which have to bear the costs. If 
socially organised jobs are paid as regular jobs they definitely cost more than 
leaving the unemployed at home. If these jobs were just as productive as regular 
jobs, the respective unemployed could get a job in private employment . 4 

What is important in this context is that there is no reason why socially or- 
ganised jobs should apply working conditions and pay as agreed by the social 
partners for regular jobs. On the contrary, if parts of the unemployed are in so- 
cially organised jobs with wage rates and conditions comparable with regular jobs, 
they often are not included in the unemployment statistics, thereby reducing the 
visible signs of the supply surplus. Furthermore, this kind of labour market policy 



4 Protagonists of active labour market policy argue that the participants increase their pro- 
ductivity or get used to work and are thereby subsequently able to find jobs in the regular 
labour market. The authors are very sceptical on this issue, but discussing this in detail is 
beyond the scope of this article. 
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reduces pressure from outsiders because they are relatively satisfied with their 
situation and get the impression that the wages paid are equivalent to their pro- 
ductivity. Instead of making clear that higher wages and stricter labour market 
regulations are at least partly responsible for unemployment, such labour market 
policy shifts the public awareness to society, allowing unions and employed in- 
siders to somewhat hypocritically appeal for higher unemployment benefits and 
more comfortable socially organised jobs for the unemployed. 

There is an alternative strategy to organise jobs for the unemployed and in- 
crease competitive pressure on the insiders. The same effects of increasing pro- 
ductivity or getting used to work could be achieved by offering the unemployed 
socially organised jobs without paying them additional money. The participants 
have a guaranteed minimum living standard because of social assistance. At the 
same time they are obliged to work and thereby to reduce their own neediness. 
The unemployed can work as temporary workers in the public and private sector. 
Employers pay for the temporary work according to marginal productivity, but 
this payment is made directly to the social welfare. The unemployed receive their 
remuneration directly from social welfare. This payment is in accordance with 
their means and is not correlated to their marginal productivity which is too low to 
guarantee minimum living standard per definition. This is an arrangement which 
leads to the socially intended situation of working non-poor. 

These kind of socially organised jobs achieve several aims in addition to giving 
the unemployed the chance to become integrated into workforce. Firstly, if the so- 
cial assistance authorities receive the money, which the unemployed earn ac- 
cording to the value they add for their employers, this reduces the financial obli- 
gations of the transfer system. The unemployed in fact abide by the principle that 
they help themselves as much as they can by earning parts of their transfers. 
Secondly, there is an effective device to check on the willingness to work. Unem- 
ployed persons who refuse to accept socially organised temporary employment 
have to be confronted with much lower benefits. Thirdly, this increases wage pres- 
sure on insiders, who presently earn wages above the market clearing level. Many 
people fear that this kind of socially organised work will induce crowding-out ef- 
fects in the regular labour market. It can be shown that this is not the case, if the 
unemployed do not get additional money. All the money saved by private or pub- 
lic employers is used for other demands. It is only to be expected that structural 
changes will occur because some insiders will be put under more pressure than 
others . 5 



5.2 Competition from outsiders from abroad 

High and persistent unemployment seems at least partly to be connected with na- 
tional regulations, especially where these show little reaction to changes in market 
conditions. The question is how can this inflexibility endure in a single European 



5 See Eekhoff and Roth 2002 or Roth 2002 for details on these kinds of socially organised 
activities for the unemployed. 
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market which is based on four freedoms - free movement of labour, capital, goods 
and services. Unimpaired competition should mean that the Member States are 
compelled to reform national labour markets. Of course, individual parts of the na- 
tional labour market can differ, but only if these differences are compensated by 
opposing factors in other labour market conditions or reflect different levels of la- 
bour productivity. However, if total wage costs differ more than productivity and 
the migration of workers from low-wage countries promises a higher return to 
them despite the extra costs associated with the migration, such movement of la- 
bour should occur. Foreign workers can compete through lower costs, thereby 
putting pressure on domestic insiders to adjust to the changed conditions in inter- 
national markets. 

However, the EU rules on migration currently prevent this. Article 39 of the 
treaty, dealing with the freedom of movement for workers, says that the “freedom 
of movement shall entail the abolition of any discrimination based on nationality 
between workers of the Member States as regards employment, remuneration and 
other conditions of work and employment”. This basically prevents employers 
from hiring EU foreigners for lower wages or for longer working hours than their 
domestic counterparts. Despite the fact that this is intended to prevent discrimi- 
nation against foreign EU citizens, it effectively means that competition is forbid- 
den to EU foreigners. The only way to compete is through higher productivity, 
which is unlikely to be successful, since this is difficult to show in advance and 
has to compensate for language difficulties and other disadvantages. As such, the 
chance of employment in other EU Member States is slimmer, reducing the pro- 
pensity to move between EU Member States. 

The combination of EU rules on the movement of workers, preventing compe- 
tition by different labour costs, and the national regulations, applying minimum 
standards related to domestic labour markets, impede EU migration and conse- 
quently the integration of EU labour markets. Minimum standards in the richer 
states essentially take away the rights of workers in poorer countries to improve 
their economic situation through their own efforts. The prohibition of discrimina- 
tion effectively protects high-wage workers from EU competition. For example, 
Portuguese employees could earn more in Germany by offering work at lower 
wages than German workers, but they are prevented from using this competitive 
advantage and are effectively hindered from entering the German labour market as 
long as supply surplus exists there. 

If EU foreigners with lower preferences for working conditions are not allowed 
to compete, this does not mean that workers in high-wage countries are com- 
pletely protected from competition, because of the effects of free trade and free 
movement of capital. If goods can be imported freely, they can be produced wher- 
ever their costs of production are lowest. In this way, the labour force of a low 
wage country can compete with that of a high wage country. Similarly, the free 
movement of capital allows foreign direct investment to be channelled to locations 
where labour costs are most attractive. Free trade and movement of capital there- 
fore means that employment is lost (or is not created) where labour is relatively 
expensive and that production and employment is moved to more profitable 
places. These kinds of shifts in labour demand keep the national labour markets 
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linked, thereby limiting welfare losses resulting from impediments to migration. 
Nevertheless, since richer countries typically have higher labour productivity than 
poorer countries, production is less than it could be, which results in a welfare loss 
for the EU overall. Furthermore, this indirect competition allows domestic insiders 
to protect their rents because the competitive pressure is less visible than with di- 
rect competition. 

Until the second half of the 1990s, labour market competition in the service 
sector in the EU was allowed to prosper because of the freedom of movement of 
services. Once a company from one EU Member State provided a temporary ser- 
vice to another, including sending employees, labour market conditions and wages 
from the country of origin still applied. As part of the free trade in services, em- 
ployees from relatively poorer EU countries were able to use their cheaper wage 
demands as a competitive advantage. However, as this competition intensified, in 
particular in the building sector, trade unions of high wage countries lobbied for 
an end to this free exchange of services. 

This led to the Directive 96/71/EC concerning the posting of workers which 
was adopted by December 1996. This new Directive forced the EU Member States 
to ensure that domestic labour market conditions were binding on all employees 
who worked in that country, regardless of their country of origin. Even before the 
adoption of this Directive, Germany, France and Austria had already introduced 
their own national legislation to protect their labour markets from wage competi- 
tion by workers from other EU Member States. 

According to the Posting Workers Directive, companies from Member States 
with cheaper labour costs cannot exercise their competitive advantage, as they are 
forced to comply with the regulations of the country, where their workers are 
posted, relating to working time, rest periods, holidays and minimum rates of pay. 
The Directive is also applicable to collective agreements, which is important be- 
cause pay is determined by such arrangements in several Member Countries 
(European Commission Services 2003). 

Although intended to protect foreign workers from discrimination, the Direc- 
tive actually prevents foreign workers from using their competitive advantage by 
forcing them to be at least as expensive as domestic workers. However, the Direc- 
tive and supplementary national legislation does much more than just make all 
workers equally expensive. Firstly, it often makes foreign workers more expensive 
in terms of costs related to output, because it does not account for lower produc- 
tivity and education. Secondly, because several high wage countries impose costs 
on foreign service providers, which are not imposed on domestic firms, competi- 
tion becomes very difficult notwithstanding different productivity rates and extra 
posting costs. The Commission reports of several difficulties concerning “re- 
quirements of prior declaration”, the “burden and complexity of administrative 
formalities” and the “application of host country’s labour-law provisions to posted 
workers without account being taken of the obligations and charges already met 
by the employer in the country of establishment” (European Commission 2002: 
22-24). 

The national legislation on posting workers in the EU is very complex and 
contrasts starkly with the vision of a single market and even with EU law itself. 
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For example, the Commission has decided to refer Germany to the Court of Jus- 
tice since it regards certain provisions in Germany’s legislation on the posting of 
workers as discrimination. 6 

In the Report on the State of the Internal Market for Services the Commission 
concludes that “a decade after the envisaged completion of the Internal Market, 
there is a huge gap between the vision of an integrated EU economy and the 
reality as experienced by European citizens and European service providers. The 
complexity and severity of legal barriers ... is far more wide-ranging than was ex- 
pected... The loss to the competitiveness of the European economy as a whole 
cannot be underestimated” (European Commission 2002: 70). This report focuses 
solely on the poor functioning of the Internal Market. It ignores labour market 
effects, which restrict competitive pressure from foreign outsiders on national 
labour markets and prevent the realisation of positive labour market effects 
promised by EU integration. 



6. Remedies to cure some of the problems 

What can be learned from the above? Labour market regulations cause at least 
some of the real economic problems which lead to persistently high unemploy- 
ment in Europe. Other aspects, especially the rules for getting and financing social 
income are also important. Nevertheless, it is not easy to identify individual cul- 
prits. There is no single reform which could substantially resolve the problem. The 
authors’ results show that one has to focus on a mixture of different reforms, 
taking into account that regulations, initially introduced with positive social inten- 
tions, usually increase total labour costs and thereby tend to produce unemploy- 
ment. Labour market regulations effectively serve the still employed insiders, si- 
multaneously discriminating against the outsiders and reducing overall welfare. 

In conclusion, a list of remedies has been identified: 

• In order to “maintain the competitiveness of the Community economy” as is 
stated in Article 136 of the EU treaty, national governments and the EU legis- 
lative should stop adopting new and more elaborate labour market regulations 
and review existing ones, taking into account that every regulation increases 
total labour costs and thereby prevents new jobs. 

• With regard to the EU legislation on “social provisions” the social partners 
should be aware of their responsibility for the effects of their actions on the la- 
bour market, if they take part in legislative processes according to Articles 137 
to 139 of the treaty. Simultaneously, the Commission and Council should be 
aware that social partners act predominantly on behalf of their members and do 
not lobby for the unemployed. 

• Social partners should arrange for opt-out clauses at the firm level in the event 
of bad economic circumstances in order to prevent unemployment due to tem- 



6 See IP/02/563 and IP/02/997. 
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porary problems. Governments should arrange for laws which force the social 
partners to at least discuss opt-out clauses at the firm level, if workers request 
this individually in order to stay employed. 

• Courts have to be aware of the fact that every regulation increases costs and 
thereby reduces employment opportunities. They should not expand regulation 
by case law. 

• All unemployed should have the chance to work as temporary workers in so- 
cially organised jobs in the public and private sector. They should not receive 
additional money, because their minimum living standard is guaranteed by so- 
cial assistance (“working non-poor“). Employers pay directly to the social as- 
sistance agency for the temporary work, thereby reducing the need for taxes 
and contributions from the regular workforce to finance social assistance. Be- 
cause the employers pay to the agency can be relatively low, this causes wage 
differentials at the lower end to widen. 

• Unemployed persons who refuse to work in socially organised temporary em- 
ployment have to face much lower benefits, because they show clear un- 
willingness to work („welfare to work“). 

• Service providers should be allowed to post workers to other European coun- 
tries without bureaucratic restrictions and based on the wage level and working 
conditions of the country of origin and not the country of destination. Article 3 
(3) of the Posting Workers Directive (96/71/EC) authorises Member States not 
to impose compliance with the rules of the domestic legislation governing 
minimum rates of pay, where the length of the posting does not exceed one 
month. In fact, there has to date been no derogation in this regard in any Mem- 
ber State. Making this exception for short periods of work obligatory for all 
Member States would be at least a first step. 
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Market Oriented Reforms and Competition in 
European Health Care Systems 



Elias Mossialos / Alistair McGuire 



Executive summary 

Recent regulation of the health care funding bodies and providers has pursued the 
introduction of a limited competitive environment amongst purchasers and/or 
providers in a wide range of European health care systems. The aim is to harness 
the incentive power of competition, even in heavily constrained settings, to pro- 
vide incentives to produce efficient quantity and quality levels of health care and 
cost signals to the purchasers and providers. Such regulation aims at creating a 
quasi-market structure within a controlled environment which recognizes that 
fundamental market failings cannot be overcome, but that competitive market 
pressure may still be used within this environment in a beneficial manner. 

In the provision of health insurance this has meant that regulation in a number 
of countries has focused on ensuring that the structure of the sector provides uni- 
versal and comprehensive cover but that consumer choice and competitive 
pressure is maintained either through supplementary insurance provision or the 
retention of a number of providers to ensure competitive incentives whilst 
ensuring that this number is small enough to reap the economies derived from 
scale. In recognising that the inter-action in this sector is between the funding 
bodies and the providers of health care this environmental regulation of insurance 
has been increasingly coupled with yardstick competition at the hospital level 
based on prospective reimbursement of health care expenditure through 
Diagnostic Related Group (DRG) pricing. Such pricing recognises that where 
monitoring costs are excessive, in this case as the insurer finds it difficult to verify 
treatment costs due to unobservability problems, setting price equal to the average 
cost of any given treatment across a sample of similar hospitals provides an 
incentive for any one hospital to reduce costs in order to maximise the financial 
gain. If all hospitals act independently in this manner, over time costs are pushed 
down to a level which emulates the competitive market price equal to marginal 
cost rule. 

Even in sectors with extensive market failure, as in health care systems, there is 
an important role for competitive pressure. In tax-based systems, this has meant 
the establishment of ‘ internal market ’ type mechanisms, thereby enforcing a split 
between purchasers and providers. In mandatory social health insurance systems, 
this has meant allowing individual insurance funds to compete for patients and 
allowing patients to freely choose insurance funds while maintaining universality 
of access. 

The regulatory regime in a number of countries has concentrated on providing 
an environmental structure which is amenable to competitive pressure rather than 
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attempting to directly regulate the behaviour of the funders and suppliers of health 
care. This impact of this form of regulation differs with regard to the provision of 
health insurance and health care. With regards to the former it would appear that 
economies of scale and the inevitability of aging pushing the probability of illness 
to one, combine to highlight the advantages of a universal, comprehensive 
compulsive health insurance system. However it is possible to augment such a 
system with some competitive pressure, either through the use of supplemental 
private insurance or through designing the insurance system in such a way that 
economies of scale are reaped but the population has enough choice amongst 
insurers who are not allowed to cream-skim with regards to risk. In theory 
regulation of the design of the insurance system allows representation of 
heterogeneous preferences for insurance while retaining the efficiencies gained 
through economies of scale. The Netherlands represents the prime example of 
such regulation. In practice a general reluctance on the part of individuals to bear 
the transactions costs of shifting insurers tends to dampen the competitive ad- 
vantages which could accompany such a system. 

While recognising the limited role that individual patient/consumers play in 
this sector and that the main action is between the suppliers of health care and the 
funding bodies it has nevertheless been shown that again the introduction of an 
environment which fosters competitive pressure does appear to provide 
appropriate efficiency signals and incentives. Both the UK and Sweden have dis- 
played efficiency gains as a result of the regulation of the interaction between the 
funding bodies and the providers. 

It appears then that even in the health care sector, there remains an important 
role for the incentive structures and price signals arising from competition. As a 
result regulation has tended to move towards ensuring that institutional structures 
are created and maintained which foster some tendency towards competition. 
Such institutional arrangements will never reflect fully-fledged private markets 
providing either health insurance or health care. The market failures are too ex- 
tensive for this. However the regulation is increasingly sophisticated in defining 
the appropriate working conditions to ensure that competition is harnessed. 
Moreover these institutions evolve over time in an attempt to constantly reduce the 
costs imposed regulation itself. 
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1. Introduction 

Broadly the concerns of producers and consumers are met simultaneously in many 
markets. As a result of competition producers attempt to reduce costs while main- 
taining quality, or attempt to introduce new and better products in order to gain 
competitive advantage. The market itself provides the incentives, through the 
profit motive, to drive this competition and the relevant signals, through the price 
mechanism, to ensure that markets clear (that demand equals supply) thereby in- 
creasing overall welfare. A competitive equilibrium results in each firm 
maximising the value of its net output, taking prices as given, and each consumer 
chooses the optimal bundle of resources given these prices and their budget con- 
straint. At these prices the value of supply equals the value of demand. The prices 
that match demand and supply in a competitive market are said to be efficient and 
competitive efficient pricing equates price with the marginal cost of production. 

Not all markets however establish a competitive equilibrium as many fail to 
operate efficiently due to some practical impediment. These market failures may 
be so extensive that external regulation of the market, even though this will lead to 
further distortion, may be justified. The essential trade-off concerns whether the 
benefits gained from regulation outweigh the costs imposed by the market failure 
and the introduction of the regulatory structure. One means of minimising the 
distortion arising from regulation is to allow the regulation to mimic the market. 
For example, commonly regulation takes the competitive equilibrium as a 
benchmark and imposes a “price must equal marginal cost” rule on providers. Yet 
again in some cases the market failures are so wide-spread and the regulations so 
extensive that institutions evolve to replace competitive market allocations. The 
production and delivery of health care is one such area (Arrow 1963). 

The incentive mechanism and signaling device of the market remain so strong 
that even where specific institutions replace market competition an emulated mar- 
ket may be enforced. In the health care sector there are in fact two inter-related 
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markets: one for health care insurance and one for health care itself. For a variety 
of reasons both markets experience extensive failings such that government inter- 
vention in the funding and delivery of health care have become common such that 
various institutions now characterise the funding, production and delivery of 
health care. Over the recent past however a number of health care systems have 
attempted to introduce competitive pressures to these various institutions in an 
attempt to reduce costs while maintaining incentives to provide high quality health 
care. Before discussing various specific attempts to improve the efficiency of 
health care delivery it is worthwhile outlining the multifarious market failures dis- 
played by the markets providing health insurance and health care. 

It is widely acknowledged that the private market provision of health care in- 
surance fails dramatically. Left to the market the price would be determined 
through the actuarial risk of an individual become ill multiplied by the financial 
cost required to reimburse the treatment plus some loading factor which would 
serve as the profit incentive for provision. The actuarial risk has to be independent 
across individuals for this price to be efficient - so epidemics, where the risk of 
one individual becoming ill affects the risk of others becoming ill, are uninsurable. 
Indeed as the risk increases to one the market for insurance collapses - there is 
little point in an individual taking out insurance prior to the illness episode if the 
price charged is nothing other than the treatment cost. Furthermore asymmetries of 
information mean that individuals may hold more information over their own 
health and behaviour than the insurance companies leading to problems of adverse 
selection and moral hazard. Adverse selection problems, where high-risk 
individuals who do not declare their true risk of illness are essentially subsidised 
by low-risk individuals, lead to a level of coverage which is not universal or 
comprehensiveness. In response private insurance markets tend to exhibit 
experience-rated group coverage with high levels of deductibles. Moral hazard, 
where the insured individual may willingly incur higher expenditure as the third- 
party insurer is charged, leads to higher premiums to offset the insurers higher 
claims payment. Finally insurance is subject to inherent economies of scale. While 
the volume of individuals insured will determine some costs other fundamental 
aspects of insurance, such as information assembly and rate-setting, are fixed. 
Under such circumstances competition, which will restrain costs and profits, is 
itself inherently inefficient as the costs of firms smaller than the market 
determined efficient scale will be higher than necessary. 

With regard to health care itself the lack of information held by consumers is so 
extensive as the complexities and uncertainties associated with illness increase 
that they rely almost entirely on the clinician in many circumstances to provide 
information on diagnosis, treatment and expected utility (prognosis). The degree 
of monopoly power held by the clinician increases with specialisation. The agency 
role performed by the clinician is fundamental and not readily amenable to regu- 
lation through financial incentive. Given that the main funding-expenditure nexus 
is between the insurer and the clinician and that minimum quality assurance is un- 
dertaken through professional licensure creating barriers to market entry, the in- 
dividual patient/clinician agency cannot rely purely on competitive forces to en- 
sure optimal outcomes but must operate through the less flexible instruments of 
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self-regulation and trust. The agency relationship at the individual patient level is 
distorted through the role of clinician as the major health care expender through 
the treatment decision. Insurers will attempt to limit patient benefits and reim- 
bursement through a variety of supply-side controls over expenditure; included 
restraint on payments to the providers of health care including hospital 
reimbursement and the reimbursement of clinicians fees. 

The result is a sector where the funding of health care has been dominated by 
social insurance or taxation where re-distribution of wealth, from the healthy to 
the sick, plays as important a role as efficiency concerns. With the individual pa- 
tient/consumer playing little role in the expenditure decision the sector is domi- 
nated by supply-side interaction between the funding bodies and the providers. If 
this interaction were left unregulated then the outcomes would depend on the 
normal aspects of monopoly/monopsony interaction. Given the informational 
difficulties which remain in this sector, arising largely from problems of verifying 
whether any given outcome resulted directly from the intervention, regulation 
based on monitoring will be costly. Recent regulation of the health care funding 
bodies and providers has therefore pursued the introduction of a limited competi- 
tive environment amongst purchasers and/or providers in a wide range of health 
care systems. The aim is to harness the incentive power of competition, even in 
heavily constrained settings, to provide incentives to produce efficient quantity 
and quality levels of health care and cost signals to the purchasers and providers. 
Such regulation aims at creating a quasi-market structure within a controlled 
environment which recognises fundamental market failings cannot be overcome, 
but that competitive market pressure may still be used within this environment in a 
beneficial manner. 

In the provision of health insurance this has meant that regulation in a number 
of countries have focused on ensuring that the structure of the sector provides uni- 
versal and comprehensive cover but that consumer choice and competitive 
pressure is maintained either through supplementary insurance provision or the 
retention of a number of providers to ensure competitive incentives but that this 
number is small enough to reap the economies derived from scale. In recognising 
that the inter-action in this sector is between the funding bodies and the providers 
of health care this environmental regulation of insurance has been increasingly 
coupled with yardstick competition at the hospital level based on prospective re- 
imbursement of health care expenditure through Diagnostic Related Group (DRG) 
pricing. Such pricing recognises that where monitoring costs are excessive, in this 
case as the insurer finds it difficult to verify treatment costs due to unobservability 
problems, setting price equal to the average cost of any given treatment across a 
sample of similar hospitals provides an incentive for any one hospital to reduce 
costs in order to maximise the financial gain. If all hospitals act independently in 
this manner over time costs are pushed down to a level which emulates the com- 
petitive market price equal to marginal cost rule. 

Even in sectors with extensive market failure then there is an important role for 
competitive pressure. In tax-based systems, this has meant the establishment of 
‘internal market’ type mechanisms, thereby enforcing a split between purchasers 
and providers. In mandatory social health insurance systems, this has meant 
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allowing individual insurance funds to compete for patients and allowing patients 
to freely choose insurance funds while maintaining universality of access. While 
the impact of these reforms is difficult to assess and remains heavily under- 
researched, enough empirical evidence exists to allow for general discussion. The 
goal of this paper is to assess the empirical evidence of 1) public-private competi- 
tion in Germany; 2) managed competition in Germany, the Netherlands, and 
Belgium; and 3) the quasi-market induced purchaser-provider split in Sweden and 
the UK in an attempt to determine the impact of competitive forces within a mar- 
ket which suffers from extensive market failings. The broad conclusion reached is 
that even within such difficult circumstances the role of competition is positive. 



2. Public-private insurance competition: The demand for 
voluntary insurance in Germany 

The German health care system provides near universal coverage to its population 
through its compulsory health insurance scheme. Designed to balance consumer 
choice and equity, employees with gross earnings under €45,900 must opt into one 
of the 355 statutory sickness funds (Busse 2002). Those above that income ceiling, 
and a few specific occupational groups (such as permanent civil servants and self- 
employed) are free to opt out of the compulsory scheme and purchase voluntary 
health insurance from one of 50 private providers (Busse 2002). However, of 
those who are able to opt out, only 25% choose to do so (Thomson et al. 2002). 

An examination as to why statutory health insurance has a competitive edge 
over the private voluntary funds reveal a number of interesting findings. First, the 
benefit package offered in the statutory plan is more comprehensive than in the 
private plans (Thomson et al.). Private plans tend to offer more fragmented 
coverage, and require policy holders to take out separate coverage for inpatient, 
outpatient and dental benefits. According to Thomson et al. (2002) outpatient 
benefits can vary to such an extent that patients find it difficult to distinguish 
between necessary and superfluous levels of coverage. 

Another key difference results from the diminished choice offered by voluntary 
health insurance. While one of the most attractive benefits of voluntary over 
statutory insurance is consumers’ ability to freely change insurers without an 18 
month minimum tenure, the way in which voluntary health insurance is funded 
and recent legislation provide major financial disincentives to do so (Thomson et 
al. 2002). Insurers operate a capital funding system. Premiums are adjusted for age 
and policy holders build up ageing reserves to finance future health care expendi- 
ture. As a result, premiums should not rise as policy holders age. However, in the 
past insurers miscalculated premiums, which meant that premiums for older policy 
holders rose substantially during the 1990s. In order to prevent this from 
happening in future, new premiums face a 10% surcharge and existing policy 
holders must pay an additional 2% over five years (Thomson et al. 2002). There- 
fore, changing insurer would mean forfeiting those sunk costs, and again paying 
those same costs to the new insurer. Furthermore, ageing reserves are not 
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transferable, so policy holders switching to a new fund must pay premiums that 
reflect their current age. As a result, one of the major selling points of voluntary 
health insurance — increased consumer choice — has become essentially nullified. 

One of the main advantages of remaining in the statutory insurance scheme is 
the relative stability in premiums (Thomson et al. 2002). Since statutory schemes 
are community rated and levied as a proportion of gross earned income (up to a 
ceiling), those who are older or constitute a higher individual risk are not 
penalised for their status. Between 1975 and 2002, statutory premiums have only 
increased by 4%. (Thomson et al. 2002). Conversely, premiums are based on indi- 
vidual risk rating in the voluntary insurance schemes, and tend to dramatically in- 
crease as policy holders age. Therefore, voluntary insurance can be seen as expen- 
sive and a poor investment over time - although recent reforms should prevent ex- 
cessive premium increases in future. 

Those who opt into voluntary health insurance funds must buy separate policies 
and pay separate premiums for each of their dependants, whereas statutory 
insurance covers all dependants for no extra premium (Thomson et al. 2002). 
While this poses a major disincentive for those with large families (who are 
typically older) to remain within the statutory system, those without dependants 
(who are typically younger) are more likely to move into private schemes. 
According to Thomson et al. (2002), the cost savings to an individual without de- 
pendants opting for a private scheme can be considerable. However, after ageing 
and having more dependants, the statutory insurance becomes more attractive. 
Accordingly, many older people who had opted into voluntary schemes have 
attempted to re-enter the statutory scheme. In response, recent legislation has been 
passed barring re-entry into the public scheme after the age of 55 (Busse 2002). 

Another major drawback to private health insurance is the necessity to pay for 
all medical costs upfront, and receive subsequent reimbursement for those costs. 
Conversely, the statutory scheme does not employ the reimbursement system, and 
offers medical benefits for free or with the stated co-payment. While private in- 
surers claim to use the reimbursement system to make the consumer more aware 
of the costs (and thereby promote fiscal responsibility), health expenditures have 
risen by 40% more than the expenditure for those in the statutory scheme. This is 
probably due to regulations that allow providers to charge private insurers up to 
1.7 times more for services than statutory insurers (Thomson et al. 2002). 



3. Managed competition 

The goal of many social insurance systems, such as Germany, the Netherlands, 
and Belgium, is to provide universal coverage and equal access to health care. 
However, ballooning expenditures led these governments to introduce competition 
within their markets. In doing so, the key problem that these governments have 
had to address is the reconciliation of apparently contradictory goals of competi- 
tion and universal access. On one hand, universal access requires a compulsory 
health insurance system with a comprehensive benefit package, income-related 
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contributions (or some other system of cross- subsidisation between income 
groups), and open enrollment. On the other hand, insurers should be made finan- 
cially accountable and allowed to compete for subscribers, in order to encourage 
efficiency. Conceptually, since price competition can only occur when prices re- 
flect real costs, funds are pressured to reduce their own costs to offer lower priced 
premiums. In the absence of a risk-reallocation mechanism, the obvious way of 
accomplishing this would be by selecting only low-risk enrollees, thus leaving the 
high-risk uninsured. 

The establishment of risk-adjustment schemes was intended to negotiate the di- 
vide between risk-selection and efficiency in a competitive environment. By 
shielding sickness funds from the variability of risk of their enrollees, funds could 
theoretically engage in price competition by increasing their efficiency to lower 
costs, instead of engaging in risk-selection. Therefore, funds who operated 
inefficiently would be forced to charge higher premiums, thus providing an incen- 
tive for the consumer to purchase insurance from a competing fund. Eventually, 
the insurance market would consist of highly efficient sickness funds providing 
universal coverage. 

Perhaps most crucial to the success of this “managed competition” model is a 
sufficiently refined prospective payment mechanism to reimburse health insurers 
for the medical expenses of their subscribers (van Barneveld et al. 2001). If capi- 
tation payments to health insurers could compensate for most of the predictable 
variation in individual health care expenditures, that would guarantee a fair dis- 
tribution of funds and prevent risk selection (van Barneveld et al. 2001). Ideally, 
capitation payments to health insurers should mimic the price mechanism of a per- 
fectly competitive market and tailor payments to risk categories accurately enough 
to prevent excessive profits by selecting healthier enrollees. In other words, the 
capitation payment system should be refined to such an extent that the costs to in- 
surers of selecting and attracting favourable risk groups outweigh the potential 
benefits. 

In the following sections, we shall examine the managed competition model in 
the Netherlands, Germany and Belgium. The tradeoff between efficiency and 
equity of access resulting from the inability to predict risk accurately is high- 
lighted. Finally, the impact of promoting consumer choice and the agency function 
of sickness funds is discussed. 



3.1 The Netherlands 

The Dutch social health insurance system covers approximately two-thirds of the 
population, and is mandatory for all those below a certain income threshold (about 
30,000 euro annually) (den Exter et al. 2003). Those above the threshold (approxi- 
mately 27%) cannot voluntarily remain in the public system, and must turn to the 
private sector (den Exter et al. 2003). The public system provides a uniform basic 
package to all enrollees, including hospital care, GP care, and pharmaceuticals 
(den Exter et al. 2003). The market is seen as competitive, as consumers are able 
to switch between the 28 sickness funds on a yearly basis. Funds not only compete 
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for individual patients, but also compete for large contracts with employers. 
However, in spite of these competitive measures, low consumer price- sensitivity 
and restricted opportunities to contract selectively leave the Dutch market with a 
limited potential for increased competition (Schut 2003). 

3. 1. 1 Freedom of choice 

Prior to 1992, people were only allowed to enroll in sickness funds located within 
their geographic vicinity, without any recourse to change funds if they were 
dissatisfied with the service. However, the reforms of 1992 abolished this state- 
mandated monopoly, allowing people to enroll in any sickness fund they wished 
regardless of their geographical location (Schut 2003). Further, these reforms 
significantly decreased the barriers to entry for new sickness funds. As a result, 
five new funds entered into the market. At the same time, many funds merged, re- 
ducing the total number of funds from about 50 to 24 (Schut 2003). All of these 
steps set the stage for increased price competition among insurers. However, re- 
cent research suggests than the Dutch are reluctant to switch insurers (Schut 
2003). This could be because the price differentials between competing funds are 
small, and do not outweigh the transaction costs of switching. Second, Dutch em- 
ployers contribute a uniform percentage of the employee’s wages, regardless of 
which sickness fund they are enrolled in (den Exter et al 2003.; Schut 2003; GreB 
et al. 2002). Therefore, employers have no incentive to encourage employees to 
opt for the cheapest sickness fund, as they do in Germany (see below). Finally, 
price-consciousness seems to be low in the Netherlands, as the contribution from 
Dutch enrollees were automatically deducted from their payroll and were the same 
for all funds prior to the introduction of community-related premiums (Schut 
2003; GreB et al. 2002). However, Dutch enrollees who are forced to choose a 
fund (for example, if they are joining the social health insurance scheme for the 
first time) are shown to be highly sensitive to price (Schut 2003). 

3.1.2 Selective contracting 

Another key element to achieving efficiency through market mechanisms is to en- 
able fully the agency function of the sickness funds by allowing them to contract 
selectively providers. Prior to the reforms of 1992, the Dutch sickness funds were 
only allowed to contract with providers within their geographical boundary, and 
were obliged to contract with every provider. Dutch sickness funds are now 
allowed to contract selectively with physicians and other health care professionals 
in any geographic area (Schut and van Doorslaer 1999). However, their actual 
freedom to negotiate contracts is limited by rigidly defined entitlements in the 
health insurance legislation and by government price regulation (Schut and van 
Doorslaer 1999). Moreover, sickness funds are not permitted to contract selec- 
tively or to integrate vertically with other health care institutions (except for 
pharmacies), which effectively precludes the establishment of HMO-like institu- 
tions (Schut and van Doorslaer 1999). 
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Therefore, while notions of increasing financial risk to the sickness funds are 
often talked about, the ability of sickness funds to exercise their agency function 
and maximise efficiency are severely limited. 

3.1.3 Risk adjustment 

In an attempt to balance the two conflicting goals of equity and efficiency through 
competition, the Dutch sickness fund system has developed a system of risk 
adjustment that attempts to foster competition on the grounds of efficiency and 
price [the additional community-rated premium allows price competition] (den 
Exter et al. 2003). To understand this system, it is worth examining the fund 
financing mechanisms. Enrollees pay two premiums - a basic (or solidarity) wage- 
related premium and an additional community related premium (den Exter et al. 
2003; Douven and Westerhout 2000). 

The basic premium is a wage-based contribution that is set by and paid directly 
to a quasi agency (the CVZ) (Douven and Westerhout 2000). The community- 
rated premium is paid directly to the sickness fund. The amount of this premium is 
set by each individual sickness fund, enabling them to compete with each other to 
offer the lowest premium. Therefore, this premium differs among sickness funds 
(den Exter et al. 2003; Douven and Westerhout 2000). However, within each 
sickness fund there is no variation in premium. Since funds must compete with 
each other, and if they have no incentive to do so on the basis of risk selection (as 
will be described below), insurers would focus on becoming more efficient to 
reduce their costs, and thereby offer lower additional community-rated premiums. 

In order to support further the concept of competition through increased effi- 
ciency instead of risk-selection, the CVZ redistributes the sum of the basic pre- 
mium to individual sickness funds, based on their respective risk pool. The Dutch 
system disburses these funds through a mixture of actual costs (retrospectively) 
and predicted costs (prospectively) (den Exter et al. 2003; Douven and Westerhout 
2000 ). 

3.1.4 Prospective payments 

The prospective payment system was developed to eliminate the variability of risk 
in the insurance pool. The CVZ creates a profile of each patient in the national in- 
surance pool, based on characteristics including age, gender, and disability 
(Douven and Westerhout 2000). More recently, new risk- adjusters were added to 
account for interregional differences in the supply of health care facilities, socio- 
economic differences, and pharmaceutical costs (den Exter et al. 2003). 

Next, the national average expenditure of each patient profile from previous 
years is used to predict the expenditure of each insurance fund for the following 
year. This total budget is divided into 2 parts: fixed costs of care and variable costs 
of care (den Exter et al. 2003). The first part includes expenditures the Fund 
cannot control; these are fixed costs that come from capital expenditures used by 
hospitals to prevent the sickness funds from getting financially trapped between 
their own budgeting under ZFW and budgeting of care institutions. The second 
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part includes expenditures that the fund can control by effective purchasing, such 
as pharmaceuticals, GP care, and specialist care (van Barneveld et al. 2001). The 
significance of dividing the budget into two categories becomes clearer when 
examining the retrospective payments. 

In aggregate, about 85-90% of predicted expenditure is allocated to each fund; 
the fund must raise the remaining 10-15% through its community-rated premium 
(den Exter et al. 2003; Douven and Westerhout 2000). The success of such a 
mechanism would effectively eliminate the market failures that arise in health in- 
surance, but unfortunately, the predictive ability of such mechanisms are very 
limited, as they only explain 10% of the variation in health care costs in the 
Netherlands (Douven and Westerhout 2000). Furthermore, this technique is unable 
to discriminate between the cost of services in a perfectly competitive market and 
the cost of services in an inefficient market (GreB et al. 2002; Schut 2003). There- 
fore, those funds who were most efficient with the lowest costs would actually be 
penalised in that they would receive a smaller prospective reimbursement (Douven 
and Westerhout 2000). This could also result in a perverse incentives for insurers 
to inflate their costs or provide a higher volume of services so that they can re- 
ceive larger prospective payments in the following year. However, whether this 
actually occurs is not clear, since each individual insurance fund is, in a sense, 
competing against the national average cost per member. Therefore, funds also 
have the incentive to ensure that they do not incur a deficit by allowing their costs 
per member to exceed the national average - and by implication an incentive for 
funds to create a surplus by ensuring that their costs per member are lower than 
the national average. 

3.1.5 Retrospective payments 

Without more accurate methods of prospectively equalising risk across sickness 
funds, the insurers may find that the financial benefits of engaging in risk selection 
outweigh the cost of identifying low-risk enrollees. Recognising this, the CVZ 
also adjusts insurers’ costs retrospectively. 

Essentially, funds who finish the year with higher than average costs would re- 
ceive a proportionately larger retrospective payment than funds with lower than 
average costs. There are three mechanisms for this reimbursement (den Exter et al. 
2003). The first, known as retrospective equalisation, shares a fixed percentage of 
a fund’s gains or losses equally with other insurers(den Exter et al. 2003; Douven 
and Westerhout 2000). This payment is meant to control for differences in allo- 
cated fixed cost budget (the first part of the prospective budget) and the actual 
fixed cost expenditures — costs that the fund had no control over. In this case, 
payments are made directly between sickness funds, from lower than average to 
higher than average cost insurers. In the second scheme, known as retrospective 
compensation, the government shares a fixed percentage of the costs incurred by 
each insurer by redistributing funds collected through the basic premium (den 
Exter et al. 2003; Douven and Westerhout 2000). The purpose of this reimburse- 
ment is to control for variable costs (the second part of the allocated prospective 
budget). However, reconciling the need for efficiency (which can presumably be 
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best increased by effective management of variable costs) and the fact that funds 
to not have full agency power, this reimbursement is set lower than for the fixed 
budget adjustment. For the variable cost of hospital care and specialist services, 
30% of any spending above the adjusted budget (based national average costs) and 
35% of any spending below the adjusted budget is redistributed between funds 
(den Exter et al. 2003). For fixed hospital costs, the proportion of any shortfall / 
surplus redistributed is 95% (den Exter et al. 2003). Finally, a third adjustment - 
known as high risk pool - compensates funds for 90% of all variable hospital care 
and specialist services costs incurred by enrollees exceeding a certain threshold ie 
outlier risk sharing (den Exter et al. 2003). 

The implications of the retrospective equalisation scheme are worth examining. 
On one hand, the goal of the health care system is to provide universal coverage 
and access, and therefore the emphasis should be on removing the incentive to 
engage in risk-selection. With the equalisation scheme, this can be achieved by 
mandating a high percentage of a funds losses or gains to be distributed. However 
by transferring the savings gained from the efficient operation of one fund to 
another fund that operated inefficiently, one is essentially removing the incentive 
to perform efficiently. On the other hand, the goal of the managed-competition 
model is to promote competition such that funds have the incentive to operate 
more efficiently. This can only be accomplished by allowing efficient funds to 
keep their savings (transferring financial risk to insurers), thereby minimising the 
retrospective reimbursement rate. However, if funds are allowed to keep all of 
their savings resulting from cost-cutting activities, there is nothing stopping them 
from also engaging in risk selection. In practice, the retrospective compensation 
allows for funds to keep up to 65% of any surplus generated and also makes them 
responsible for up to 70% of any deficit incurred (den Exter et al. 2003). So there 
is a clear incentive for funds to attempt to lower costs or at least to stay within 
budget. However, because 35% of any surplus must be redistributed, funds will 
only engage in risk selection in an attempt to lower costs if the net savings gained 
from risk selection outweigh the net value of the surplus (den Exter et al. 2003; 
Schokkaert et al. 1998). See table 1 for information on the costs associated with 
risk selection. 

The retrospective compensation scheme also produces similar results. While 
the intended goal of the scheme is to reduce the variability in risk among insurers, 
perverse incentives may arise resulting in either inefficient operations or risk 
selection (Douven and Westerhout 2000; Schokkaert et al. 1998). Essentially, the 
higher the percentage of the fund’s costs the government is willing to share, the 
greater the incentive to operate inefficiently and the lower the incentive to engage 
in risk selection (Schokkaert et al. 1998). These factors mark the important con- 
ceptual trade-off that policy makers must make between efficiency and risk- 
selection. This tradeoff may be mitigated by the fact that funds are competing 
against a national benchmark and are allowed to keep a large amount of surplus. 
Until further empirical evidence is presented, it is difficult to analyse the impact of 
the scheme. 

Taken together, the prospective risk- adjusted allocation and the three retro- 
spective adjustments mean that funds are at risk for about 60% of their 
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expenditure in 2001/02, up from 3% in 1995, 35% in 1999 and 53% in 2000. (den 
Exter et al. 2003) This has resulted in an increased incentive for sickness funds to 
become more efficient, but also risk selective. Table 1 shows the relative expen- 
ditures on efficiency and selection activities of public and private insurers in the 
Netherlands (Douven and Westerhout 2000). It is interesting to note that with the 
risk-adjustment scheme in place, the public sector invests more in efficiency than 
does the private. But what is most interesting is that the private sector spends 
nearly triple on risk-selection activities than does the public sector. While the risk- 
adjustment scheme still results in sickness funds devoting more resources to risk- 
selection than efficiency, the gap is much smaller than with private insurance. 

Table 1. Spending on non-medical costs of insurers in the Netherlands, 1998 (€ per capita) 





Sickness Funds 


Private Insurance Companies 


Efficiency costs 


3 


2 


Selection costs 


10 


28 


Other costs 


47 


59 



Source: Douven and Westerhout 2000: 8 



3.2 Germany 

The German statutory health insurance system covers 88% of the population, and 
is mandatory for all those below an income ceiling of 45,900 EURO/year (Busse 
2002). In addition, enrolees are usually required to pay co-payments. Hardship 
regulations maintain the solidarity principle in the health care system by providing 
those in need with subsides or exemptions of co-payments (Busse 2002). 

Many aspects of the German system are similar to the Netherlands, such as in- 
come-related (not risk-related) contributions, the freedom to switch funds, 
universal benefits package, and dependant coverage. However, in the Netherlands, 
funds compete with each other based on the community-rated premium 
established by the individual sickness fund, whereas in Germany, funds compete 
with each other based on the income-related contribution rate. Also significant, 
enrolees in Germany pay their premiums directly to the sickness fund, leaving the 
insurer to bear 100% of the financial risk (Busse 2001). Additionally, unlike the 
Netherlands, people whose earnings are above the income threshold have the 
choice to remain in the public system or move into the private system (Busse 
2001, 2002; Thomson et al. 2002). Finally, while Germans are seen as more price 
sensitive than the Dutch, sickness funds have no ability to contract selectively, 
therefore severely limiting the potential for increased competition (Schut 2003; 
Riemer-Hommel 2002). 

3.2.1 Freedom of choice 

The German government introduced freedom of choice between sickness funds in 
two steps in 1996 and 1997 (Busse 2001). Initially, people could only switch once 
a year. However, the 1996 reforms allowed people to change funds at any time, as 
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long as they remained in the fund for at least 18 months after switching. Unlike 
the Netherlands, fund switching has become more common. One reason for this 
may be that employers benefit from encouraging their employees to opt for a fund 
with a lower contribution rate, as this lowers their own contributions (GreB et al. 
2002). Estimates for the share of the insured population changing funds each year 
range from 3% to 5%. (GreB et al. 2002). 

According to results of one survey, the most important reason for changing 
one’s sickness fund was a lower contribution rate (59% of respondents). Other 
reasons were better benefits (23%), better service (16%), image (17%) and mis- 
cellaneous reasons (20%) (GreB et al. 2002). The most important miscellaneous 
reasons mentioned in the survey are unemployment and especially a change of 
employer or branch of industry (GreB et al. 2002). Also interesting is the high 
degree of satisfaction of changers with the sickness fund that they had left a few 
weeks prior to the survey (GreB et al. 2002). This demonstrates that funds are 
indeed competing on price, not quality or other factors. 

3.2.2 Selective contracting 

The shift towards increased competition in the German market results in funds 
competing in two major ways - efficiency and risk-selection. While risk-selection 
has been discussed above, the positive result of increased efficiency merits 
discussion. Currently, sickness funds are not allowed to choose the most efficient 
providers and hospitals for exclusive or at least preferred co-operation (Busse 
2002; Riemer-Hommel 2002). While they may inform their patients of the prices 
charged by various suppliers, they lack permission to award those providers a 
preferred status and direct their policyholders business to them. Furthermore, since 
individual sickness funds usually jointly negotiate contracts with providers, they 
cannot purchase more efficient health services than their competitors (Riemer- 
Hommel 2002). Therefore, sickness funds can only charge lower premiums by 
increasing administrative efficiency. The absence of the right to selectively 
contract blocks the sickness funds’ path to fully pursue economic efficiency, 
leaving risk- selection as the most attractive and effective tool to maintain 
competitiveness. 

3.2.3 Risk-adjustment 

The German risk-adjustment scheme is similar to the scheme in the Netherlands, 
with a few notable differences. Firstly, the German compensation scheme is en- 
tirely based on actual data, meaning that all risk-adjusted payments are disbursed 
retrospectively. Unlike the Netherlands, there is no prospective element to the 
reimbursement scheme. 

There are two elements to the German risk-adjustment system. The first ele- 
ment, called the risk-compensation’ scheme, adjusts for the variability in risks 
among those insured (Busse 2001). The complex mechanism in which compensa- 
tion rates are derived take into account age, sex, and disability. The second ele- 
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ment adjusts for the variability in income among the population, so that a fund is 
not penalised for taking in low income applicants (Busse 2001). 

As a result of the risk-adjustment scheme, contribution rate differences between 
the funds with the highest contribution rate and the funds with the lowest contri- 
bution rate in the former West Germany dropped from 2% in 1993 to 1% in 1999 
(Busse 2001). While 27% of all members paid a contribution rate differing by 
more than 1% point from the average in 1994, this number has dropped to 7% in 
1999 (Busse 2001). While average contribution rate differences between groups of 
funds have declined, there are still significant differences between individual 
funds. Accordingly, in some regions consumers are able to choose between a 
contribution rate of 11.2% and a contribution rate of almost 15% (Busse 2001). 
Therefore, consumers (and employers) are presented with a significant incentive 
to change funds. Since rates are income-dependent, the incentives to change grows 
proportionally with income. 

The obvious aim of the risk-adjustment scheme is to eliminate competition 
based on risk and income selection. However, since the risk-adjustment scheme 
only takes into account crude indicators, it can only account for a small part of the 
predictable variance in individual medical costs. Therefore, this will shift the em- 
phasis to a more competitive market, bringing both efficiency and risk selection 
into the picture. While current law forbids German sickness funds from denying 
coverage, a variety of risk- selection measures can be employed, such as selective 
marketing, offering services only via telephone or internet, or taking over small 
company funds with good risk-profiles. 



3.3 Belgium 

Like Germany and the Netherlands, Belgium uses the social insurance with risk- 
adjustment model. The market for health insurance is very concentrated: the three 
largest sickness fund associations insure almost 90 % of the population. Since the 
subsidies to finance the administration costs are mainly determined by the number 
of members, there is active competition to attract new members (Schokkaert and 
Van de Voorde 2000). However, there is no real price competition, since the flat 
rate premium is too small to influence the choice of the insured (Schut and van 
Doorslaer 1999). Moreover, the law imposes that all sickness funds offer a uni- 
versal benefits package (Schokkaert and Van de Voorde 2000). In this situation 
the sickness funds compete for new members by their supplementary insurance 
conditions, by the speed of settling claims, and by the quality of their customer 
service. 

In principle, the sickness funds have the incentives to reduce their costs by con- 
tracting selectively with preferred providers. These preferred-provider arrange- 
ments could create some possibilities for experiments and suggest new instru- 
ments to influence prices, volumes and quality (Schut and van Doorslaer 1999; 
Schokkaert and Van de Voorde 2000). Obvious examples are the elaboration of 
new prospective financial reward systems giving the providers more incentives for 
efficiency, the explicit use of medical profiling, the stimulation of a shift from 
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curative medicine to prevention, and possibly in the remote future even the setting 
up of integrated HMO-type organizations of providers and insurers (Schut and van 
Doorslaer 1999). However, the use of these instruments to exert a real control on 
the expenditures is forbidden in Belgium (Schut and van Doorslaer 1999; 
Schokkaert and Van de Voorde 2000). Insurers must contract with any willing 
provider, and cannot use selective measures. Further, they have to reimburse 
without questioning medical expenditures that conform to the legal rules. In 
essence, this bars them from exerting any real influence on the level of their own 
expenditures, therefore severely limiting their ability to promote efficiency 
(Schokkaert and Van de Voorde 2000). As a consequence, the Belgian market for 
compulsory health insurance remains completely closed to new entrants. 



4. Conclusion 

The health care systems of the Netherlands, Germany and Belgium have the same 
goal of providing universal access to all, with increased efficiency through market 
competition. By allowing consumers to change sickness funds, insurers are forced 
to reduce their costs. To avoid the pitfalls of competition, risk-adjustment schemes 
have developed to bridge the gap between risk-selection and inefficiency. How- 
ever, the potential for increased competition in all three countries remains severely 
limited, due to the inability of sickness funds to adequately engage in selective 
contracting (Schut and van Doorslaer 1999; Schokkaert and Van de Voorde 2000). 



5. Competition within tax-based systems 

The early 1990s marked a period of reforms in the health sectors of the UK and 
Sweden. The tax financed system was retained, but the functions of insurance and 
supply were separated. The reforms created a set of buyers of care, known as 
purchasers, who received budgets from general tax finance, and a set of hospital 
suppliers, known as providers. It was argued that separating the two roles would 
improve both productive and allocative efficiency. In Sweden, additional 
measures were developed to give providers the incentive to operate more 
efficiently and with higher quality. These measures included curbing global 
budgets to introduce performance-based payments, as well as allowing patients the 
freedom to select their provider and change providers if unhappy. 



5.1 The UK 

Prior to the latest reforms of the Labour government, there were two kinds of pur- 
chasers in the UK. One was a district health authority, allocated a budget to 
purchase secondary care based on the size and characteristics of the district’s 
population (Le Grand 1999). The other was the general practice (GP) fundholder: 
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a GP practice with a patient list over a certain size that was given a budget from 
which to purchase a more limited range of secondary treatments on behalf of its 
patients (usually elective surgery). It was argued that the scheme would increase 
the efficiency of general practitioners by making them responsible for the finan- 
cial costs of their health care decisions and that family doctors would be better 
purchasers of hospital care than third party purchasers who only bought but did 
not provide any health care (Le Grand 1999). 

5.1.1 Consumer choice 

A study by Fotaki attempted to evaluate the impact of the UK internal market re- 
forms on consumer choice (Fotaki 1999). He concluded that the degree and type 
of choice after the reforms was very limited and possibly less than before the in- 
troduction of reforms, though it is unclear if the reforms were intended to increase 
choice of hospital and specialist, as well as GP (1 Fotaki 1999). The choice over 
the place of referral for non-fundholding GPs and their patients was limited to 
providers contracted by DHAs. As a result of this and the tendency to base 
contracts on patterns of previous co-operation, there seems to be no incentive for 
the DHAs and consequently for non-fundholding GPs to enhance the choice of 
specialist provider on behalf of their patients. Furthermore, referrals outside the 
DHA’s catchment area resulted in cross-boundary flows, thus providing a 
disincentive for DHAs to enhance choice. In Fotaki’ s study, 5 out of 16 non-fund- 
holding GPs felt that during the pre-reform period they used to have more freedom 
to refer their patients outside their catchment area although they rarely made use 
of it (Fotaki 1999). 

While the freedom to contract selectively should theoretically result in en- 
hanced consumer choice of GP but not of specialist / hospital, Fotaki’s study 
found that 4 out of 5 fundholders established exclusive relationships with 
providers, thereby nullifying any theoretical enhancements on consumer choice 
(Fotaki 1999). This is evidenced by the fact that half of the respondents in a sur- 
vey had no knowledge of the reforms or could comment on their impact on their 
own personal choice 9 Fotaki 1999). 

Part of the reason that respondents did not experience increased choice could be 
due to a lack of penetration to the ‘factory floor’ (Le Grand et al. 1998). 
Essentially, most NHS staff had little incentive to provide information to enhance 
the patient experience, since they continued to view patients as a “guaranteed 
commodity which would never go away” (Le Grand et al. 1998). 

5.1.2 Perverse incentives 

The practice of GP fundholding led to a number of perverse incentives for family 
doctors. The essence of the problem is that fundholders were given budgets based 
on their activity before they became fundholders, and were subject to relatively 
little monitoring in how they used these funds (Propper 1995). They therefore had 
unintended incentives to increase activity in the statutory waiting period before 
becoming a fundholder. Secondly, after GPs became fund holders, they had the 
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incentive to under-treat and under-refer, since GP fundholders were allowed to 
keep any surplus money in their budget 1 (Propper). Finally, it was feared that 
fundholders would engage in cost-shifting [perhaps for less expensive treatment, 
given that the HA already paid for costs over £6000 per patient]. For example, a 
fundholding GP could not immediately treat a patient, but wait for him to become 
an emergency case so that the HA would pay the bill. 

However, the majority of issues that could have theoretically occurred, as they 
do with HMOs in the US, have not materialised. For example, cream-skimming 
has not been an issue, nor has the practice of under-providing services to preserve 
budgets (Le Grand 2002; Le Grand et al. 1998). The incentive to cream-skim may 
have been diminished by the fact that the central government shares all costs over 
5000 pounds (Le Grand 2002; Le Grand et al. 1998). Also related, the necessity 
for fundholding to be based upon huge list sizes to spread risk between high and 
low cost patients has also not occurred. As for referral rates, one study actually 
showed a reduction in referrals (Fear and Cattell 1994), while others found no 
significant increase (Surender et al. 1995). This is likely to have been the case, be- 
cause during the preparatory year prior to the reforms, GP’s probably inflated their 
referral rates (Le Grand et al. 1998). Finally, no conclusive evidence of cost 
shifting was found, as studies showed mixed results (Le Grand et al. 1998). 

5.1.3 Efficiency 

The GP fundholding scheme appears to have increased efficiency. Health 
authorities tended to use lump sum payments for a total amount of activity (known 
as block contracts) (Propper 1995). While this allowed HAs to take advantage of 
economies of scale, the degree of sophistication in the contracts negotiated by 
GPFHs was far greater (Glennerster et al. 1994). Being closer to the patient-per- 
spective than HAs, GPFHs tended to be more demanding in terms of waiting times 
and quality of service (as interpreted by the GPs). While it is difficult to draw con- 
clusive correlations between the quasi-market policies and efficiency, Glennerster 
points to data that the waiting times for GPs decreased after they became fund- 
holders (Glennerster 1998). In another study, he finds that these increased 
efficiencies have resulted from the threat of exit possessed by GPFHs (Glennerster 
et al. 1994). Interviews with hospital managers and consultants further support the 
assertions that hospitals were afraid that GPs would change providers, but health 
authorities would not (Glennerster et al. 1994). Since HAs typically bought 
services in large block contracts, and GPFHs bought services on per-case con- 
tracts, GPFHs were in a far better position to negotiate and/or shop around for the 
best contracts. Furthermore, GPFHs had local knowledge, more familiarity with 
the work of hospital consultants, and closer and more personal relationships with 
their patients, than did HAs (Le Grand et al. 1998). Essentially, it was more con- 



1 It is important to point out that while GPs were allowed to keep any surplus money in 
their budgets, this money was not permitted to directly benefit physicians through salary 
bonuses or other benefits. Rather, this money was largely intended for reinvestment in to 
the GP practice to enhance services and thereby make the practice more competitive. 
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venient and organizationally feasible for GPFHs to advocate for and manage the 
care of each patient, whereas HAs did not have this flexibility. 

The evidence towards the claim of increased efficiency is strong. One study 
found that there was a 29% increase in the number of finished consultant episodes 
(FCEs) per available bed from 90-95, and a corresponding decrease in length of 
stay from an average of 11 to 8 days (Office of Health Economics 1995). 



Table 2. Efficiency in England’s Hospital and Community Health Services (HCHS), 1988 
-'99 



Year 


HCHS cost- 
weighted activity 
index 


HCHS volume 


HCHS efficiency 


Increase in 
efficiency over 
previous year 


1988-89 


100.0 


100.0 


100.0 


- 


1989-90 


102.2 


101.7 


100.5 


0.5% 


1990-91 


103.5 


102.7 


100.8 


0.3% 


1991-92 


108.9 


105.4 


103.3 


2.5% 


1992-93 


112.3 


108.6 


103.4 


0.1% 


1993-94 


116.8 


110.4 


105.8 


2.3% 


1994-95 


121.7 


111.9 


108.8 


2.8% 


1995-96 


126.5 


113.9 


111.1 


2.1% 


1996-97 


128.6 


115.5 


111.3 


0.2% 


1997-98 


130.9 


118.1 


110.8 


-0.4% 


1998-99 


133.6 


121.6 


109.9 


-0.8% 



Source: Le Grand et al. : 14 



Table 2 shows an activity index for hospital and community health services 
(HCHS), supplied by the UK Department of Health (Le Grand 2002). Different 
activities are weighted by their unit costs are combined into an index: the cost- 
weighted activity index (CWAI). The department also produces an estimate of 
HCHS expenditures adjusted for changes in input prices: an indicator of the 
volume of resources used in HCHS. Dividing the CWAI by the volume index 
gives an index of the units of resource used per unit of activity — a crude indicator 
of the efficiency of resource use, but the only one readily available (Le Grand 
2002). Starting from 1990 until 1996 (the quasi-market period), hospitals and 
community health services experienced positive efficiency gains on a yearly basis. 
Le Grand suggests that even though it is difficult to make a direct correlation of 
efficiency gains to quasi-market reforms, changes during that period led to more 
efficient outcomes (Le Grand 2002). 

What is most interesting about Le Grand’s table is that the reforms of 1997, in 
which GP fundholding was curbed (and eventually abolished) in favor of primary 
care trusts (PCTs), were correlated with efficiency losses. While it no studies have 
systematically evaluated the impact of the new reforms on efficiency, Le Grand 
suggests a number of reasons for this decline (Le Grand 2002). First, it is well 
known that HA’s had the advantage of economies of scale, while GP fundholders 
had the advantage of being small and nimble enough to negotiate better deals. 
However, PCTs are somewhere in between, meaning that they are too small to 
take advantage of economies of scale but are too large and bureaucratic to have 
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the flexibility of securing small contracts (Le Grand 2002). Second, since PCTs 
are essentially conglomerates of GP fundholders, they operate much like HAs, in 
that they are too large to provide the personalized attention that individual GP 
fundholders could (Le Grand 2002). Therefore, Le Grand states that PCTs share 
the negative qualities of both GP fundholding and HAs, resulting in inefficiency 
(Le Grand 2002). 

It is important to recognise that the trend from 94/95 until the time of the re- 
forms was of decreased efficiency. Therefore, it could be possible that the 
efficiency gains of the first reforms of the early 90s had been exhausted, or that 
the disruption caused by further reforms resulted in decreased efficiency. 

5.1 .4 Transaction costs 

A detailed comparison between the transaction costs of GP fundholders and HAs 
has not been conducted. However, it is clear that HAs typically purchased services 
through big, block contracts, thus taking advantage of economies of scale (Audit 
Commission 1996). Furthermore, GP fundholders developed more complex con- 
tracts than HAs, often on a cost-per-case basis, requiring far greater time to collect 
information, manage, and monitor the transaction. For example, in a study by the 
Audit Commission, one community trust estimated its cost in contracting with 13 
fundholders for 4% of its income as four times higher per contract than the costs 
of its contract with the HA for 91% of its income (Audit Commission 1996). 
Therefore, it could follow that trusts attempted to shift costs to HAs as a way of 
recuperating from losses associated contracting with fundholders. 

5.1.5 Impact on prices 

While the reforms have received considerable attention both nationally and inter- 
nationally, remarkably little evaluation has taken place of whether desired effect- 
lower prices/costs— has occurred. This section will attempt to compile empirical 
evidence, however it should be noted that this is still an extremely under- 
researched topic. 

One study by Propper found that gynecology and ENT surgery were 
consistently lower in highly competitive areas, whereas general surgery and 
orthopedic surgery was not affected (Propper et al. 1998). However, no correlation 
between price change and competition was found, leaving the question of whether 
competition is associated with lower price-growth largely unanswered. In terms of 
costs, one study found that that costs were higher in more competitive markets at 
the start of the market, but decreased rapidly after the start of the reforms in com- 
petitive areas. Hospitals with few competitors, on the other hand, had lower costs 
on average in 1991/2, but made little by way of cost savings during the study 
period (Propper et al. 1998). 
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5. 1.6 The principle-agent problem - problems with contracting in the 
UK internal market 

The internal market of the British NHS comprised of a chain of agency relation- 
ships. Purchasers were acting as agents of the public (in the case of health 
authorities, via central government; in the case of fundholders, in direct relation- 
ship with their patients). Provider Trusts were acting as agents of the two types of 
purchasers. NHS contracts were seen as a way of enhancing the accountability of 
provider Trust agents by making what performance was required of them explicit 
(Le Grand et al. 1998). 

Largely, the problems of contracting in the NHS arose from an asymmetry of 
information and differing incentives/objectives, leaving the contracting process 
fraught with difficulties from the beginning. Firstly, HAs admittedly knew very 
little about the operations of providers, which fed into their original fears of pro- 
vider opportunism (Allen 2002). Given the complex nature of health services, 
HAs felt that they could not adequately fully specify or monitor the services they 
wanted. Since HAs typically issued large, block contracts, they felt Tocked-in’ to 
their arrangements, and were often frustrated with their inability to reach their 
targets issued to them by the central authority (Allen 2002). Often, HAs provided 
inaccurate data to the central government to subvert their shortcomings. Again, 
this was possible because of the asymmetry of information between HAs and the 
central government. 

For providers, there were numerous incentives to operate inefficiently. Firstly, 
providers were required to operate much like ‘non-profit’ organizations, and had 
to return any surplus (or profit) to the central government. Essentially, this left 
them with no incentive to improve long term efficiency gains. Second, HAs 
monitored providers by expecting them to reach certain output targets, which were 
based on the output of previous years. Therefore, providers had every incentive to 
under-perform, because over-performance would only lead to higher targets for 
the next year. Finally, GPFH bought services on a per-case basis, whereas HAs 
bought services in large yearly contracts while maintaining some reserves for 
additional purchases. Since shorter waiting list times are critical to HAs, providers 
can act early to decrease waiting times for GPFHs, while increasing overall 
waiting times for HAs. This way, they can posture for the additional reserve 
funding held by HAs. 

There was no incentive for fundholders to reduce admission rates for non-elec- 
tive procedures since they were not charged for them. However, since they were 
charged for elective procedures, it could be theorized that fundholders create a 
sufficient incentive to reduce admission rates. And indeed, one study found that 
this incentive encouraged fundholders to reduce admission rates by 3.3%, com- 
pared to non- fundholders (Dusheiko et al. 2003). In addition, another study found 
that GP fundholders were able to secure a slower growth rate in pharmaceutical 
costs (Baines et al. 1997). 
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5.1.7 New reforms 

Under recently announced government policy the fundholding scheme was re- 
placed by local Primary Care Groups, comprising groups of GPs and other health 
care professionals, eventually holding a budget from which they will have to pur- 
chase all services for their patients. 

Competitive incentives have virtually disappeared. In particular, PCTs are 
paying little attention to improving hospital services through their purchasing 
activities (Le Grand 2002). In the quasi-market, the GP fundholders decidedly the 
most successful at using competitive pressures to leverage improvements in 
hospital services. As described earlier, this was likely so because of their size, 
flexibility, proximity to patients, and proximity to providers. Unfortunately, the 
PCTs, in terms of both size and management structure, share more of the 
characteristics of the latter; in consequence, they are shaping up to be the equiva- 
lent of weak health authorities rather than strong fundholders (Le Grand 2002). 



5.2 Sweden 

The period between 1989 and 1994 was marked by major market-based reforms in 
the Swedish health care system, eventually leading to a purchaser-provider split in 
a third of the counties. The main goals of the reforms were to achieve a more 
efficient use of resources and improve the position of patients in the system with 
better choice of services. 

The first interesting market-oriented reform had to do with patient choice. 
Patients were given free choice of providers in 1991, and could go to any hospital 
within or outside of their local area (Annell 2003). However, if the patient went to 
an outside hospital, the local hospital or county council (CC) would still have to 
pay. This created a strong incentive for local hospitals to increase productivity and 
efficiency to retain their own patients, but also attract patients from other 
localities. Within two years of the passage of that legislation, waiting lists had de- 
creased by 22%, and ceased to be a political issue (Harrison and Calltorp 2000). 

The second interesting market-oriented reform was the introduction of a pur- 
chaser-provider split that envisioned hospital competition for public funds. These 
new purchasing arrangements were designed to generate competition between 
hospitals on accessibility and quality of services. Purchasers, comprised of local- 
level politicians, were responsible for the population in their geographic area. 
However, contrary to the British system, the central authority intervened in all ne- 
gotiations, and usually decided on the principles of payment. (Annell 1996). 
Essentially, the purchasers were weaker versions of English Health Authorities. 

An additional point of interest was the allowance of private providers to com- 
pete for public contracts. At the same time public providers were no longer 
allowed to obtain free facilities from the county, but had to pay the cost price (for 
example, rent for the premises) (Harrison and Calltorp 2000). This was to ensure 
that private providers were not at a disadvantage. These new arrangements aimed 
to create competition between hospitals on the basis of accessibility and quality. 
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The fact that there were multiple purchasers also implied that purchasing boards 
would compete with each other to obtain better value for money (Harrison and 
Calltorp 2000). However, there were some restrictions for providers. For example, 
a county hospital was not allowed to close down a department, which is not 
profitable without the consent of the county board. 

The contracting system also created indirect incentives for greater hospital effi- 
ciency, since hospitals were to compete on their ability to provide required 
services within budgetary limits. In practice, however, the new purchasing 
arrangements exposed the hospitals to intense pressure for productivity and cost 
reduction but did not generate much direct competition between hospitals (Annell 
1996). This was so because both purchasers and patients retained strong loyalties 
to the hospitals that had traditionally provided services to their area, and rarely 
switched contracts to other public or private providers. Furthermore, as the CCs 
cut their budgets each year, the purchasers found themselves more concerned with 
forcing hospitals to stay within their budgets than with contracting for changes in 
the location, nature, or quality of care (Annell 1996). 

5.2.1 Consumer choice 

The impact of the reforms on consumer choice is complex. On one hand, the in- 
centive for GPs to refer patients out of their own district has been greatly 
diminished, since referring out would also result in an outward cash-flow. How- 
ever, the reforms mandate that cash-flow will follow the patient, giving patients 
the freedom to decide where to purchase their care. 

Empirically, the case of hospital mergers in Stockholm serves as a good 
example. After the market reforms, the eye departments of three hospitals merged 
into one large specialist hospital. Economies of scale, cost-per-case remuneration, 
and competition from other providers have pressured this hospital to offer a high 
volume of services at the highest quality and lowest price. This hospital has cap- 
tured 70-80% market share, rendering consumer choice almost non-existent. The 
remainder belongs to small, private eye clinics (which are often staffed by the 
same doctors in the large, public hospital) (Fotaki 1999). 

5.2.2 Performance-based payment 

Prior to the reforms of 1992, public hospitals were financed with annual budgets 
from city councils. However, it was argued that this system provided no clear in- 
centive for physicians to take responsibility for a department’s finances, thus 
leading to inefficient spending. By 1994, half of the city councils had begun ex- 
periments with performance-based reimbursement, where performance is 
measured on DRG-points based on the discharge diagnosis determined by the 
physician responsible for each patient (Forsberg et al. 2002). This reimbursement 
is then used to cover diagnostic costs ordered by the physician. While the per- 
formance-based system does not provide direct personal financial incentive for 
doctors to operate efficiently, it does create a collective incentive within hospitals 
which are all interested in a share of the same money. A survey conducted by 
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Forsberg confirmed that performance-based payment fostered heightened cost- 
awareness among physicians (Forsberg et al. 2002). Interviewed physicians also 
reported prescribing less diagnostic tests than before, citing cost-effectiveness as 
their reason. This corresponds well with other studies that demonstrate a decreased 
average length of hospital stay under performance-based payment (Forsberg et al. 
2002 ). 

5 . 2.3 Information flows 

It is difficult to correlate the impact of the reforms on information flows between 
doctors and patients. However, one study interviewed cataract patients in Sweden 
and the UK and found that in both countries, patients were dissatisfied with the 
information they received from providers about their conditions (Fotaki 1999). In 
the UK, some studies indicate that fundholders were more responsive to patient 
needs and ‘wants’, though any serious measure of information flows does not exist 
(Le Grand et al. 1998). 

Conversely, information flows between purchasers and providers seemed to im- 
prove. Previously agreed quality standards were in place, and monitored through 
quarterly performance reports. Purchasers interviewed expressed satisfaction on 
the levels of information they received from providers, and even felt overwhelmed 
with the large amount of information received. While this situation was similar in 
both Sweden and the UK, Swedish contracts were more specific (unlike block 
contracts in the UK), and therefore yielded more specific and easier to manage 
monitoring reports (Fotaki 1999). 

5 . 2.4 Efficiency 

In general, evaluations of the market reforms have concluded that productivity and 
efficiency had been improved. One study found that all counties in Sweden that 
had followed market reforms had increased output at lower costs. (Table 3). 



Table 3. Percentage change in output, costs, and productivity in somatic acute care in five 
counties with per-case payment versus a group of counties with traditional annual budgets 
(control group) during 1990 - 1993 





Control 


Sormland 


Stockholm 


Dalama 


Bohuslan 


Orebro 


Output 




9,2 


11 


-0,8 


7,2 


7,7 


Cost 


-3,4 


-4,3 


-4 


-11,4 


-8,7 


7 


Productivity 


2,4 


14,1 


16 


12,1 


17,4 


0,7 



Source: Quaye 2001 



Another study found that there was no evidence of cream-skimming, DRG 
creep, or over-treatment of patients (Quaye 2001). Waiting lists for elective 
surgery had virtually disappeared by the end of 1992, primarily due to a maximum 
waiting time guarantee mandated by the government (Forsberg et al. 2002). While 
it is possible that services not covered under the guarantee were ‘crowded out’ in 
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favour of those with mandated waiting times, no studies have shown this to be the 
case. 

Hospital managers and staff throughout the country showed greater concern 
with attracting patients from outside of their locality and retaining their own pa- 
tients. In like manner, they reported increased awareness of considerations of cost 
and productivity, more constraints on their activities, and greater efforts to do 
more with less resource. Many hospitals launched programs of internal 
reorganisation designed to increase efficiency and responsiveness to external 
constraints. 



6. Conclusions 

The examination of the five health care systems in this paper is of course illustra- 
tive. Yet they are reflective of broad general themes in a much wider selection of 
countries. The outline of the private-public insurance situation in Germany serves 
to underline the limitations of the private provision of health insurance. There are 
two major flaws in replacing private insurance with a statutory public system. 
First there is a lack of consumer choice over the level, and therefore the cost, of 
coverage. This has a dampening effect on consumer preferences. Second there is a 
lack of even fringe competitive pressures which could provide an incentive to 
cost-minimise. As has been argued the regulatory regime in a number of countries 
has concentrated on providing an environmental structure which is amenable to 
competitive pressure rather than attempting to directly regulate the behaviour of 
the funders and suppliers of health care. The impact of this form of regulation 
differs with regard to the provision of health insurance and health care. With re- 
gards to the former it would appear that economies of scale and the inevitability of 
aging pushing the probability of illness to one combine to highlight the advantages 
of a universal, comprehensive compulsive health insurance system. However as 
we have seen it is possible to augment such a system with some competitive 
pressure, either through the use of supplemental private insurance or through 
designing the insurance system in such a way that economies of scale are reaped 
but the population has enough choice amongst insurers who are not allowed to 
cream- skim with regards to risk. In theory regulation of the design of the 
insurance system allows representation of heterogeneous preferences for insurance 
while retaining the efficiencies gained through economies of scale. The 
Netherlands represents the prime example of such regulation. In practice a general 
reluctance on the part of individuals to bear the transactions costs of shifting 
insurers tends to dampen the competitive advantages which could accompany such 
a system. 

While recognising the limited role that individual patient/consumers play in this 
sector and that the main action is between the suppliers of health care and the 
funding bodies it has nevertheless been shown that again the introduction of an 
environment which fosters competitive pressure does appear to provide 
appropriate efficiency signals and incentives. Both the UK and Sweden have dis- 
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played efficiency gains as a result of the regulation of the interaction between the 
funding bodies and the providers. While the gains in the UK have arguably been 
less visible than in Sweden the introduction of DRG based hospital payment in the 
next few years into the British NHS may further improve the cost consciousness 
of the providers. 

It appears then that even in the health care sector, a sector characterised by ex- 
tensive market failures in the provision of both health insurance and health care 
provision, there remains an important role for the incentive structures and price 
signals arising from competition. As a result regulation has tended to move to- 
wards ensuring that institutional structures are created and maintained which 
foster some tendency towards competition. Such institutional arrangements will 
never reflect fully-fledged private markets providing either health insurance or 
health care. The market failures are too extensive for this. However the regulation 
is increasingly sophisticated in defining the appropriate working conditions to 
ensure that competition is harnessed. Moreover these institutions evolve over time 
in an attempt to constantly reduce the costs imposed regulation itself. 
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Competition in Transport on the Move 



Arthur Gleijm 1 



Executive summary 

Traditionally transport has been placed in a specific position in relation to the de- 
velopment of the single European market. For various reasons it was entirely or 
partly exempted from important European policies, such as the competition rules 
and State aids. 

This chapter will challenge the traditional arguments to place transport in a 
specific position, and, in particular, to exempt the sector from European compe- 
tition policies. Although transport has its own characteristics, if implemented cor- 
rectly, it can certainly allow competition to have a positive impact. 

A lot of progress has been made in the development of the single European 
transport market, but obstacles to competition in all modes of transport still exist 
and are diverse. To mention a few major obstacles, one of the most important in 
air transport is the allocation of slots. Different fiscal regimes lead to unfair com- 
petition in a global maritime market. State aid in the railway sector is consider- 
able and hampers the process towards a single European railway market. Public 
transport companies often still provide public services in road transport on a mo- 
nopolistic basis, leading to a lack of competitiveness. 

Key causes of the major obstacles to competition are the imperfection of the 
market, where the user does not bear the full costs and price mechanisms do not 
work, the inefficient allocation of scarce transport infrastructure and the problem 
of providing unprofitable public services in transport. 

With regard to full cost allocation different Member States are introducing in- 
frastructure-pricing systems for the user. It is obvious that a common transport 
market can only be created if all Member States adopt the same charging princi- 
ples and it is the European Commission that has to decide on the most suitable 
charging instrument. This model should not be too advanced, covering all vari- 
ables that are not yet reflected in the price of transport, as some of these variables 
would be very difficult to specify and too expensive to be implemented. 

Especially to avoid further fragmentation and new obstacles for competition 
through a patchwork of charging systems in Europe, this common charging system 
has to be introduced as soon as possible. If introduced, in the long run the i( user 
pays ” principle should be applied for all modes of transport, ensuring a level 
playing field among them as well. Consequences in the modal shift should be ac- 
cepted, as interfering would seriously affect the ability to make the right decisions 
on large infrastructure investments. 



1 The views expressed in this paper are strictly personal. Written with the assistance of 
Gerco van Gelder en Jelle van Paassen of Erasmus University Rotterdam. 
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In relation to the allocation of infrastructure , scarcity causes a lot of conges- 
tion throughout Europe leading to higher costs for the industry as well as for the 
public. It seriously affects European competitiveness. Nowadays a regulatory au- 
thority rather than market forces often allocates scarce capacity. The question is, 
whether such regulation is the most optimal way to allocate infrastructure. 

More effective use of economic pricing seems to be possible. Buying and selling 
of slots would expose companies to value their choices and the decision to buy a 
slot, resulting in a more efficient use of transport infrastructure and more fair op- 
portunities for new players to enter the market. Especially if introduction takes 
place according to the “use it or lose it” principle, avoiding protective behaviour 
of incumbent operators. In this case for example airlines that wish to fly with at- 
tractive timetables have to pay for it, or otherwise they should be satisfied with 
less attractive timetables or use alternative - less congested - airports. 

With regard to the provision of public services, government social-economic 
objectives with regard to these services may be achieved within a competitive en- 
vironment. The system of tendering exclusive rights for a limited period of time to 
provide services balances public service interests and the need to develop market 
oriented and efficient services. In this respect the government should see to it that 
the limitation of competition is proportional in relation to the public service re- 
quirements. With the latter it is demonstrated that the free market, unburdening 
public resources, provided that the government is still able to determine the 
specifications of the public service requirements, can deliver public services. 

Most directions for solutions, as described for major obstacles to competition, 
emphasise the introduction of more market forces, where in the past this was often 
thought to be impossible. The challenge is to find a balance between competitive 
pressure to improve efficiency whilst other transport policy objectives in relation 
to general and social interests, safety and the environment will be safeguarded. 

What we are learning is that market and competition in transport does not 
stand for a “laissez faire ” policy. More responsibility to the market means that 
government power is not minimised but rather changed from a role of coach to a 
role of arbiter of the match. Where in the past, governments to a large extent de- 
termined how the players should play the game; currently they should focus on the 
rules of the game and the creation of a level playing field, also to please public 
interests. 

Why is this essential? The main reason is that the players best know how to 
play the game. Therefore both the use and the exploitation of infrastructure should 
be left to the market, as this will lead to the most efficient allocation of infra- 
structure at the end of the day. Pricing signals should be clear and influence both 
investors in and users of infrastructure by differentiating the costs and benefits of 
infrastructure. 

Many of the obstacles to competition can be traced back to market failure. By 
nature the transport market is inefficient, as prices do not reflect full cost of the 
user of infrastructure. This results in allocation constraints of scarce resources in 
terms of transport means and infrastructure. Part of the answer lies in finding a 
way to optimise the pricing mechanism in markets where it was never applied ef- 
fectively. 
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Although often difficult, we have seen that eliminating price distortions is not 
impossible. Also they are often only used as an excuse to be able to protect other 
( national ) interests. For this reason, only a Europe wide approach to developing a 
common basis for charging transport would lead to success. A gradual approach 
should prevent the incumbent operators from taking advantage of their established 
position, given the huge investments required, in order to allow new players to 
acquire their place in the market. 

The allocation of scarce infrastructure comes with the inherent constraint of a 
lack of knowledge in the future use of transport infrastructure. It will always be a 
forward-looking exercise, with the question of optimising the use of infrastructure 
to get the required return on investments. Introducing more market based deci- 
sions in assessing the need for infrastructure will transfer the risks to those who 
are in a much better position to assess its feasibility. More importantly, these par- 
ties will also feel the consequences if investments in infrastructure do not pay off 
in the long run. By the time one is able to assess this, the politicians who initially 
determined that the investment should be made, have long left. Furthermore, only 
an optimised use of existing infrastructure will make the building of new infra- 
structure acceptable for the public and interesting for private funding. The latter 
might unburden governments by providing the huge resources required for the de- 
velopment of transport infrastructure. Also here governments play a key role in 
ensuring fair terms of access to and use of the infrastructure and by setting safety 
and environmental standards. 

Fair competition through realistic pricing and a better allocation of transport 
infrastructure will also attract more market players in all modes of transport. This 
will mitigate the risk of being dependent on just a few operators who, due to their 
sunk investments, are vulnerable in times of economic recession. Hence, con- 
tinuous and adequate services for the whole economy will be safeguarded, re- 
gardless the economic climate. 
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1. Introduction 

Traditionally transport has been placed in a specific position in relation to the de- 
velopment of the single European market. For various reasons it was entirely or 
partly exempted from important European policies, such as the competition rules 
and State aids. 

Transport was always seen as an indispensable ancillary activity for the econ- 
omy. For this reason, governments wished to be in the position to be able to en- 
sure adequate services. This resulted in heavy State interference and economic 
regulation. Also because, in times of economic recession, the sunk investments in 
transport caused inflexibility at the supply side, endangering the continuous provi- 
sion of transport services and the transport sector as a whole. Hence transport be- 
came a matter of national social economic interest. For some types of services, 
where a general interest had to be provided to the public, it was thought that the 
delivery of those services could not be left to the free market. Besides, given the 
required huge investments, in particular in transport infrastructure, governments 
had to step in, to make sufficient resources available. 

This specific position for the transport sector has slowed down the development 
of a single European transport market. This was even aggravated because different 
modes of transport had different interests, found themselves in various stages of 
deregulation and were bound to many international bilateral obligations. Until the 
end of the eighties of the last century the European Union made little progress in 
the development of the single European transport market, which led to a decision 
by the European Court because of negligence of the European Commission. 

Because of this arrest new initiatives were taken to develop the single European 
transport market and in 1985 a White Book on the accomplishment of the internal 
market was adopted. The scope was to identify and evaluate barriers to the inte- 
gration of the European transport market and critically study the new EU transport 
policy with the aim of achieving a dynamic and efficient transport structure. 

This chapter will challenge the traditional arguments to place transport in a 
specific position, and, in particular, to exempt the sector from European competi- 
tion policies. 

The progress made so far in the development of the single European transport 
market is presented. For aviation, for maritime transport, inland navigation and 
ports, for rail and road transport the main policy developments are described, cur- 
rent market trends are highlighted and the major obstacles to competition are in- 
troduced briefly. 

Some key causes of major obstacles to competition are studied in depth. These 
are the imperfection of the market, where the user does not bear the full costs (es- 
pecially in relation to road transport) and price mechanisms do not work, the inef- 
ficient allocation of scarce transport infrastructure (especially in relation with air 
and rail transport) and the problem of providing unprofitable public services in 
transport. These obstacles may be seen as major causes of the lack of market 
forces and a level playing field in transport, rather than being just symptoms of 
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underlying problems. Furthermore they are general, valid for more than one mode 
of transport. 

For the allocation of infrastructure, full cost allocation and the provision of in- 
frastructure, the key problem is analysed, the benefits to be gained from competi- 
tion emphasised and alternative directions for solutions are presented. 

Finally the lessons learnt are summarised and directions for change to create ef- 
fective competition in transport, given its specific characteristics, are presented. 



2. Policies, trends and obstacles to competition 

2.1 Air transport 

2.1.1 Policies 

In the early eighties of the former century the pressure for international liberali- 
zation and change in the aviation industry came from the United States and pri- 
marily affected air services to and from North America. In the second half of the 
eighties Europe was influenced by the deregulation in air transport. Consumer 
pressure for liberalisation of air transport built up throughout the eighties, be- 
lieving that air transport could offer better services for lower fares. The break- 
through for the European Union came with the European Court of Justice as men- 
tioned in the introduction of this chapter. The court decided that the competition 
articles 85-90 of the Treaty of Rome do apply to air transport. 

From then on the European Commission acted swiftly and chose for a gradual 
liberalization in three successive stages, taking into account different interests of 
the, at that moment, twelve Member States. 

With the first “package” of measures, adopted in December 1987, the estab- 
lished regime started to relax. 2 For example, this package entails the right of 
governments to object to the introduction of new fares. Also it contains rules for 
tariffs, capacity share and entry to the market. Some flexibility is allowed to en- 
able airlines in two countries that have signed a bilateral agreement, to share 
seating capacity. Until then, absolute parity had been the rule. 

In June 1990 a second “package” of measures opened up the market further, 
allowing greater flexibility over the setting of fares and capacity sharing. 

Moreover, the new provisions extend the right to the fifth freedom and opened 
up the third and fourth freedoms to all Community carriers in general. 3 



2 The first package contains two Council Regulations - No 3975/87 of December 1987 
laying down the procedures for the application of the rules on competition to 
undertakings in the air transport sector and No 3976/87 of December 1987 on the 
application of Article 81(3) of the Treaty to certain categories of agreement and 
concerted practices in the air transport sector. 

3 These freedoms of the air were part of the negotiation of bilateral air services agree- 
ments. First freedom The right to fly over another country without landing. Second free- 
dom The right to make a landing for technical reasons. Third freedom The right to carry 
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By 1990 these measures, which were initially limited to passengers, were 
extended to freight transport. 

The last stage of the liberalisation of air transport in the European Union was 
the subject of a third “package” of measures, which applied as from January 
1993. 4 This package gradually introduced the freedom to provide services for pas- 
sengers and freight within the European Union and in April 1997 led to the free- 
dom to provide cabotage, the right for an airline of one Member State to operate a 
route within another Member State. 

It is believed that the third liberalisation package created the minimum condi- 
tions for fair and undisturbed competition. However, fair competition remains im- 
possible when State aid is involved. This aid can take many forms: tax prefer- 
ences, special loans and loan guarantees, relief from traffic control charges and 
direct injection of governments funds (Kiriazidis 1994). In the seventies and 
eighties of the former century State aid was a normal phenomenon and was 
granted because of the importance attached to the prestige of National airlines. 

In the early nineties State aid was only permitted for the restructuring program 
of airlines in preparation for liberalisation of the European market. In 1994 the 
Commission laid down the principles and criteria for evaluation of State aid in fa- 
vour of airlines in the “Guidelines on application of Articles 92 and 93 [now 87 
and 88] of the EC Treaty”. Nowadays, the airlines that needed such restructuring 
have completed this process. The Commission therefore considered State aid no 
longer necessary. The terrorist assaults in New York in 2001 have changed this 
situation, allowing State aid to support airline companies in times of crises and to 
guarantee safety. 

2.1.2 Trends 

Due to the three packages, European aviation has moved from a highly regulated 
market, based on bilateral agreements and a duopoly (only two providers on a 
route), and price regulation to a single and highly competitive market. This can in 
particular be seen by the emergence of new companies specialising in extreme 
low-budget fares, which now represent about 10% of the traffic within the Com- 
munity. 5 Full liberalisation comes with improved consumer welfare as fares and 
frequencies on fully liberalised routes respectively are, on average, 34 per cent 
lower and 36 per cent higher (Nijkamp et al. 2002). 



revenue traffic from your own country (A) to the country (B) of your treaty party. Fourth 
freedom The right to carry traffic from country B back to your own country A. Fifth 
freedom The right of an airline from country A to carry revenue traffic between country 
B and other countries. 

4 The third package contains three Council Regulations - No 2407/92 of 23 July 1992 on 
licensing of air carriers, No 2408/92 of 23 July 1992 on access for Community air 
carriers to intra-Community air routes and No 2409/92 of 23 July 1992 on passenger 
fares and air cargo rates. 

5 Consultation paper with a view to revision of Regulations No 2407/92, 2408/92 and 
2409/92 of July 1992 (the “third package” for liberalization of air transport), 2003. 
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The benefits of liberalisation can also be seen in the opening of new routes and 
in the increasing number of passengers. The number of links between airports 
within the EU has grown tremendously, from 692 in 1992 to 1290 in 2002. 
Through the years consumers have got a much broader variety of services pro- 
vided. Also as a consequence of further globalisation, the number of passenger 
carriers operating scheduled routes has grown since 1990. Passenger’s kilometres 
in Europe have grown from 157 million in 1990 to 281 million in 2000. 

Beside new airlines, worldwide alliances emerged, i.e. the Star Alliance and 
Global Wings. These alliances evolved as a response to growing global competi- 
tion in the international air transport market and to meet consumer demands for 
global services. In this way airlines create economies of scale, necessary to com- 
pete in an international market. 

2.1.3 Obstacles 

During the liberalisation of the air transport market, the European Commission 
had to deal with some obstacles to competition. Some of these seem to be tough 
and still exist. 

The most important bottleneck for free entry to the European air transport mar- 
ket is the allocation of slots, which are defined as the scheduled time of arrival or 
departure on a specific date at an airport. The continuous growth in air transport 
during the last decade has increased pressure on the capacity available for aircraft 
movements at airports. A need for regulation of slots was apparent. In 1993 a new 
European regulation was adopted to lay down neutral, transparent and non-dis- 
criminatory rules for the allocation of slots at congested airports. 6 However, re- 
gardless of this regulation many slots are still based on the principle of historic 
precedence (“grandfather rights”). This means that the established airlines still 
have the first right for slots and only when they do not use these, will it be possi- 
ble for new entrants to obtain the slots available. For this reason, entry to the mar- 
ket for new airlines remains difficult. 

Another problem is the call for rethinking bilateral relations between the Mem- 
ber States and non-EU countries, taking into account the consequences of the 
Courts “Open Sky” judgments of 5 November 2002. This judgement says that any 
European Union air carrier, that can claim establishment on the territory of a 
Member State will have to be treated the same as National carriers of that Member 
State and be able to exercise traffic rights on routes from that State to a country 
outside the Union by the same authority and under the same conditions as such 
nationals (Barret 2001). The problem however is that not all non-EU countries 
consider the EU as a negotiation partner for bilateral agreements. 

Alliances that take many different shapes might also form an obstacle towards 
competition. A fundamental concern about alliances is how they can affect com- 
petition. Alliances involving code sharing are seen as the most controversial in 
this respect and have the potential to be both pro- and anti-competitive. While they 



6 Council Regulation No 95/93 of 18 January 1993 on common rules for the allocation of 
slots at Community airports. 





134 Arthur Gleijm 



can create new services, improve existing services, lower costs and increase effi- 
ciency, code-sharing agreements also have the potential to be anti-competitive. 
When alliances obtain too much market power, they may abuse their competitive 
position. This could result in capacity limitations, higher fares or foreclosure of 
rivals from markets. For policy makers it is crucial to distinguish the latter from 
the former and find a balance between competition law and the realities of global 
competition. 

All these obstacles more or less lead to a distortion of the functioning of the air 
transport market. One of the most important obstacles is the allocation of slots, as 
has been pointed out. For this reason, entry to the market for new airlines remains 
difficult and a more market based allocation mechanism of these slots should be 
contemplated. 



2.2 Maritime transport, inland navigation and ports 
2.2.1 Policies 

The breakthrough for maritime transport policy of the European Union also came 
with the April 1986 decision of the European Court of Justice as mentioned in the 
introduction of this chapter. From then on it became clear that European maritime 
transport had to be organised in accordance with the basic principles of EU law. 

With this aim in mind the European Commission implemented four specific 
regulations. A major objective is to provide freedom in international transport, 
preventing any Member State from discriminating against the shipping companies 
from another Member State. 7 Another regulation deals with the applicability of the 
competition rules of the Treaty of Rome to international shipping trades to and 
from EU countries. 8 With regard to unfair pricing practices, the EU is empowered 
to impose a compensatory duty on non-EU ship owners that undertake dumping 
practices 9 and co-ordinate action and retaliatory measures against non-EU coun- 
tries that restrict access of EU shipping companies to ocean trade. 10 

The original proposal on freedom to provide services also contained a section 
on maritime cabotage, but the opposition of the Southern Members States saw to it 
that this section was prevented from coming into being. Maritime cabotage was 
eventually liberalised in 1993 through a regulation, which grants freedom to pro- 
vide maritime transport services within a Member State for EU ship owners from 



7 Council Regulation No 4055/86 of 22 December 1986 applying the principle of freedom 
to provide services to maritime transport between Member States and between Member 
States and third countries. 

8 Council Regulation No 4056/86 of 22 December 1986 laying down detailed rules for the 
application of Articles 85 and 86 of the Treaty to maritime transport. 

9 Council Regulation No 4057/86 of 22 December 1986 on unfair pricing practices in 
maritime transport. 

10 Council Regulation No 4058/86 of 22 December 1986 concerning coordinated action to 
safeguard free access to ocean trade. 
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another Member State. 11 In the case of France, Italy, Greece, Portugal and Spain 
cabotage in short sea shipping has been gradually liberalised according to a spe- 
cific timetable. 

Long before EU existence, with the Act of Mannheim from 1868, an inland 
navigation regime was established, providing free access on the Rhine and its 
branches for those States along the shore of the river. For the EU this made it dif- 
ficult to make any progress in this field. Also because non-Member States, like 
Switzerland, are members of the Act of Mannheim. 

Until the nineties of the previous century inland navigation, which plays a role 
in certain Member States such as Belgium, France, Germany and the Netherlands, 
did not receive much attention from the EU. Nowadays however this has changed, 
because the potential for new concepts in intermodal transport, including inland 
navigation, has the required positive impact on the environment. 

Eventually in 1996 Member State bargemen obtained the right of free access to 
inland navigation within the EU. 12 The most important requirement in this relation 
is the condition of professionalism. By 2001 tariff systems and capacity regimes 
were prohibited. 13 Nowadays the attention of the EU focuses on regulating the sur- 
plus of capacity in the market. This policy is focused at the promotion of inland 
navigation and strengthening its competitive position in relation to rail and road 
transport (Dullaert et al. 1999). 

As in the maritime sector, port policies are developing towards more competi- 
tion. Until recently, ports were perceived as suppliers of services of general eco- 
nomic interest, to be provided by the public sector. Nowadays ports are more and 
more considered to be commercial entities that ought to recover their costs from 
port users who benefit from them. A Green Paper of the European Commission of 
1997 assesses the current position of ports and their infrastructure in the EU. It 
highlights the lack of transparency of port accounts, being an essential condition 
for an effective and fair application of State aid provisions. The paper demon- 
strates the need for new EU policies and proposes a framework for port charging 
in such a way that users should bear the real costs of the port services and facilities 
they benefit from. 

In 2001 a EU proposal for market access to port services was prepared. It en- 
tails a legal framework, ensuring free market access to port services on the one 
hand whilst, on the other hand, allowing a Member State to implement this 
framework with specific rules, taking into account specific characteristics of the 
ports. 

With regard to State aid the European Commission’s role is to set the parame- 
ters within which that aid may be approved. As a general principle aid should not 



11 Council Regulation No 3577/92 of 7 December 1992 applying the principles of freedom 
to provide services to maritime transport within Member States (Maritime Cabotage). 

12 Council Regulation No 1356/96 of 8 July 1996 on common rules applicable to the 
transport of goods or passengers by inland waterway between Member States with a view 
to establishing freedom to provide such transport services without restriction. 

13 Council Directive No 96/75 of 19 November 1996 on the systems of chartering and 
pricing in national and international inland waterway transport. 
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be at the expense of other Member States’ economies and should also not distort 
the competition between Member States. 

2 . 2.2 Trends 

The new phase of liberalisation has not led to a significant penetration of national 
maritime markets by vessels flying foreign flags. Markets of those Member States 
that have liberalised most recently, remain to a great extent dominated by national 
fleets: 98% of the traffic in Greece and 90% of the traffic in Italy, Portugal and 
Spain. These markets have, in fact warded off penetration by improving their 
competitiveness, liberalisation being accompanied by a reduction in costs of Na- 
tional registers and a modernisation of their fleets (European Commission 2002). 

Liberalisation towards maritime cabotage has not affected the market. Cargo 
volumes of 1270 million ton/kilometres and the number of 24.4 million passen- 
ger/kilometres have remained relatively stable until the year 2000 (European 
Commission 2002). 

For inland navigation the figures have also remained stable. Regardless of 
lower entry barriers to the market, this has not led to an increase of new market 
players. The 15 EU Members States have produced 106.7 million ton kilometres 
in 1990 while this number has risen to 124.9 million ton kilometres by 2000, 
meaning a growth of only 1.6% per year. 

In ports the current market trend is towards capital concentration into a few 
large companies, service specialisation and vertical integration by companies’ up- 
stream suppliers and downstream buyers. Gradually the provision of port services 
is being transferred from the public to private suppliers, with the aim of increasing 
efficiency and reducing public expenditure, especially on port labour costs. 

2 . 2.3 Obstacles 

Transport by water in Europe faces various obstacles for fair competition, both 
within the EU, but also beyond. One of these is the difference in competitive posi- 
tion, mainly related to various fiscal regimes, for ships registered in the EU and 
those registered outside the EU, especially those operating under flags of con- 
venience. Differing fiscal regimes for corporate taxation and wage related advan- 
tages in respect of seafarers are a decisive competitive factor, as the cost of capital 
and technological developments are more or less comparable worldwide. In this 
respect EU Member State ship owners are at a disadvantage when competing with 
National fleets under flags of convenience, being tax-free or virtually tax-free. 

State aid is another serious distortive factor, which in principle should be ex- 
ceptional, temporary and degressive. In Europe, State aid in the maritime sector 
accounts for about € 300 million a year, and in inland navigation about € 7 million 
in 1999 (European Commission 2001). In the case of maritime transport, the 
problem of EU-fleet competitiveness on the world market is structural, basically 
caused by external factors such as flag of convenience. It is expected that the need 
for aid to allow ship owners to operate EU-ships competitively in a global market 
is not likely to be short-term. 
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Liner conferences may also be regarded as opposing fair competition. Within 
these conferences groupings of ship owners offer their services on a given sea 
route under conditions agreed upon by the members. Conferences are semi-mo- 
nopolistic associations of shipping lines formed for the purpose of restricting 
competition between their members and protecting them from outside competi- 
tion. Conferences achieve their objectives by controlling prices and by limiting 
entry to trade. Nowadays the market power of conferences is declining and they 
are faced with increasing requirements from shippers’ councils and regulatory 
demands from governments. 

Beside the supra-structure in ports, competition with regard to infrastructure is 
still limited or even impossible in many ports. Port services, such as pilotage and 
sometimes towing and mooring, nowadays are often still organised on a monopoly 
basis. Liberalising these markets requires a constructive dialogue with the port 
unions, as they are sceptical about port reform. 

The obstacles mentioned above distort an optimal functioning of the competi- 
tive market. In particular differing fiscal regimes and State aid lead to unfair com- 
petition in a global maritime market. 



2.3 Rail transport 
2.3.1 Policies 

The rail sector in Europe has always been a very traditional sector with interests 
touching the National economies. State interference therefore has been con- 
siderable. Competitiveness of railways is curbed by national differences of the in- 
frastructure standards, of the rolling stock, safety and signalling systems, hin- 
dering smooth border-crossing operations. These technical differences were often 
abused for National interests of the rail industry, protecting market share and em- 
ployment. Besides, National governments put a lot of public money into sup- 
porting the railway industry, affecting fair competition and the competitiveness of 
the sector. 

Although most Member States acknowledge the need for competition on the 
rail network, until now only in a few countries, such as England, Germany and 
Sweden, have companies started competing on parts of the network. Railway ser- 
vices have been entirely in the hands of National governments for very long. New 
developments in Sweden and Switzerland resulted in the choice to intervene in the 
state of affairs by the European Commission. Here national authorities became 
responsible for providing and maintaining the track, signalling, electric power, 
stations and terminal network while separate railway undertakings became respon- 
sible for the operation of the services. As a result, entrepreneurs entered the mar- 
ket, noticing more transparency and equal conditions for competition. 

Tangible involvement in the sector by the European Commission came at the 
beginning of the nineties of the last century, with the introduction of new railway 
policies. The Commission aimed at promoting transport by rail, as a remedy 
against increasing road congestion and environmental pollution, and attempted to 
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eliminate operating difficulties caused by geographical and technical fragmenta- 
tion of rail infrastructure. A policy was introduced for opening-up the market, en- 
suring freedom of access of commercial transport and public services and pro- 
moting the integration and harmonisation of national systems and social aspects. 14 
The European Commission adopted a series of regulations in order to eliminate 
the distortions of competition, arising from traditional State intervention in the 
sector. The policy is basically focused at more autonomy for railway administra- 
tions, making it easier to control them, more transparency of financial contribu- 
tions of the State for railway undertakings and uniform charging principles for 
border-crossing operations. 

Further the Commission proposed a separation between the management of in- 
frastructure and the provision of services, promoting the entry of new competitors 
on the network. For this reason administrative accounts of the infrastructure and 
the operations have been separated and management independence of railway un- 
dertakings has been stimulated. 15 

Additionally licensing regimes were liberalised to make access to the rail infra- 
structure easier. 16 Other EU regulations dealt with the allocation of railway infra- 
structure capacity and the levying of charges for the use of railway infrastructure 
and safety certification. 17 Also a Trans-European Rail Freight Network has been 
identified with the aim of harmonising operating conditions on a uniform and non- 
discriminatory basis and to prevent licensing requirements from becoming a bar- 
rier for entering the market. 

With regard to infrastructure, in 1996 the European Council approved the first 
railway lines in the Trans-European transport network. This network is to be built 
with the aim of increasing interoperability and movement of passengers and 
freight all over Europe, reducing congestion on the road (modal shift) and stimu- 
lating regional development in peripheral areas. New directives are formed on the 
interoperability of the high-speed rail system and the conventional rail system of 
the Trans European network. 18 

A key focus of the EC is the considerable State aid in the railway sector, often 
explained as a compensation of the undertakings for the fulfilment of public ser- 
vice requirements that can not be exploited profitably. So far this aid has barely 
been assessed under European competition rules, as the sector is partly exempted 
from this regime. Gradually the EC wishes to limit public financing of railways to 
infrastructure development, in relation to real public service requirements, and 



14 White paper of 30 July 1996: “A strategy for revitalising the Community’s railways”. 

15 Council Directive 91/440/EEC of 29 July 1991 on the development of the Community’s 
railways. 

16 Council Directive 95/18/EC of 9 June 1995 on the licensing of railway undertakings and 
amended by the Parliament of February 2001. 

17 Directive 2001/14/EC of the European Parliament and of the Council of 26 February 
2001 on the allocation of railway infrastructure capacity and the levying of charges for 
the use of railway infrastructure and safety certification. 

18 Directive 2001/16/EC of the European Parliament and of the Council of 19 March 2001 
on the interoperability of the trans-European conventional rail system. 
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within an overall restructuring plan, restoring the financial viability of railway 
companies. 



2.3.2 Trends 



The results of the attempts of opening up the railway market cannot be assessed to 
its full extent, as the single market has not yet been accomplished. Though, whilst 
barriers are still being removed, there are signs that competition may be really 
possible in the future. Regimes are slowly changing, as is shown in the following 
figure. 
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Fig. 1. Changing regimes 



England and Sweden, two countries that are advanced in introducing market 
forces in the sector, also show the fastest growth in rail use and market share since 
the mid nineties of the previous century. Besides, next to the countries mentioned, 
a number of Member States such as Austria, Italy, Germany and the Netherlands, 
have already opened up their domestic freight networks to competition. But it has 
to be mentioned that the largest part of the European network is still heavily regu- 
lated and internationally there is hardly any competition. 

With regard to passenger transport, the railway sector has been able to 
innovate, through improved train path allocation and increased capacity per train, 
in order to face competition from other modes. This resulted in increased volumes, 
from 217 billion passenger/ kilometres in 1970 to 290 billion within the European 
Union in 1998. However, in relative terms the market share fell from 10 to 6%, 
with private car and aviation winning market share. Besides, transport of freight 
decreased enormously while the overall volume of freight transported increased. 
Between 1970 and 1998 the share of freight carried by rail in Europe fell from 
21.1 to 8.4% (in volume down from 283 billion ton/kilometres to 241 billion 
ton/kilometres). Increased freight transport volumes in the USA however showed 
that it is possible to meet the needs of the industry. Diversity of the infrastructure 
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in each Member State seems to have slowed down the development of rail trans- 
port in Europe. 19 

As mentioned, State aid is an important form of revenue for railway under- 
takings, often delivered in kind by covering the costs of the railway infrastructure 
costs. This is also reflected in the table below. For example, the average subsidy 
for railway transport operations in the nineties of the previous century for Ger- 
many, the Netherlands, Sweden, Portugal and Spain was about 50% or more, as a 
percentage of total turnover (Friebel 2002). 



Table 1. State aid to the transport sector in the Community in Million Euros 





1995 




1997 


1998 


1999 


Railways 


35.752 


33.868 


31.333 


32.018 


31.264 


of which public services 


10.898 


10.564 


11.047 


11.181 


10.963 


Airline services 


2.390 


1.404 


1.238 


42 


0 


Maritime transport 


414 


300 


- 


- 


- 


Inland waterways 


23 


46 


28 


26 


7 


Road/Combined 


4,3 


4,5 


1,6 


4,7 


73 



Source: European Commission 2001a. 

Aid, mostly ad-hoc, that was granted to the air transport sector peaked in 1994 
and has since then dropped back until 1999. No aid was granted in 1999, but 
problems in the aviation sector caused by terrorist attacks resulted in new State 
aids after September 2001. For maritime transport State aid is considerable but for 
the years 1997, 1998 and 1999 no results were presented. During the period 1996- 
1999, the inland waterways sector could exploit a regulation (Council Regulation 
2255/96) that allowed aid, under certain conditions, if it concerned investments in 
infrastructure of inland waterway terminals or in fixed or mobile equipment for 
trans-shipment to and from waterways. The aid for combined transport is mostly 
invested in trans-shipment equipment and in the construction of terminals. 

Recently the future development of the single European railway market to- 
wards 2020 was presented in a document, signed by the UIR, CER and UNIFE. 20 
The objectives for the railway sector are an increase of passenger transport from 6 
to 10% and of freight transport from 8 to 15%, a trebling of manpower produc- 
tivity, 50% gain on efficiency, a 50% reduction in emissions and an increase in 
infrastructure capacity proportionate to traffic volumes. Given the railway per- 
formance over the past decades these objectives seem to be quite optimistic for the 
coming twenty years. 

2.3.3 Obstacles 

A key problem in attaining competition in the railway market is the difference 
between national rail infrastructure. The lack of interoperability is caused by 



19 White paper: “European transport policy for 2010: time to decide”. 

20 International Union of Railways (UIR), the Community of European Railways (CER) 
and the International Union of Public Railway Industries (UNIFE). 
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various technical standards of locomotives, rail infrastructure, voltages, safety 
certifications, etc. Interoperability is essential to be able to compete with other 
modes over longer distances (the train becomes competitive with road transport 
above about 250 km). Additionally, smoother border-crossing procedures have to 
be established. 

On 24 May 2002 a German private rail freight operator received their first die- 
sel locomotive for operations in Belgium, Germany and the Netherlands. Hence 
this company can operate border-crossing traffic in the three countries, without 
having to change locomotives. Being compatible with the Dutch train safety sys- 
tem ATB L, the Belgian MEMOR system and the German Indusi PZB 90 system, 
as well as the train communication systems in all three countries, the authorities 
have certified the locomotive. 

Another mayor problem that comes with the introduction of market forces on 
the railway network is a fair train-path allocation. To compete on certain net- 
works, various railway undertakings have to be able to use the same rails. Until 
now, in most countries the traditional, national railway undertaking either owns 
the infrastructure or has preferential rights of access. Increased competition is 
feared and often seen as a nuisance in the planning of capacity and services. 

Splitting up infrastructure and operations is leading to new constraints. Rail is 
an interdependent transport system and separating may lead to loss of benefits as- 
sociated with vertical integration of certain functions, where synergies and 
economies of co-ordination can be attained. Splitting might make co-ordination 
and communications very difficult with considerable repercussions on efficiency 
of operations and safety. 

Although often related with the development of infrastructure or the provision 
of public services, State aid in the railway sector is considerable and hamper the 
process towards a single European railway market. 

To achieve an open and competitive rail market, new players will have to enter. 
A major financial entry barrier is the required investment. Nowadays, starting an 
aviation company seems to be easier and cheaper, with leasing concepts available. 
The purchase of rolling stock is difficult and takes a lot of time while second-hand 
trains are often not interoperable. 



2.4 Road transport 
2.4.1 Policies 

For most European countries liberalisation in road transport started with the ap- 
proval of a common regime on access to the market in the carriage of goods by 
road within the European Union to or from the territory of a Member State or 
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passing across the territory of one or more Member States. 21 The European Com- 
mission adopted measures to: 22 

- Achieve the single market by establishing rules for liberalising market access 
and for the mutual recognition of diplomas, certificates and other qualifications; 

- Eliminate disparities causing distortions of competition by harmonising stan- 
dards; 

- Establish conditions concerning State aids and public service obligations; 

- Improve transport safety; 

- Deal with the environmental impact of transport. 

In January 1993 all existing capacity regimes for international road haulage 
were abolished. Because of different taxation regimes in each Member State, 
Member States always feared unequal competitive conditions, but from 1995 also 
non-resident carriers were allowed to operate national services within a Member 
State. 23 Further harmonisation of vehicle taxes mitigated the problem and besides, 
cabotage appeared to account for just 0.2% of the total transport volume. 24 

An additional important regulation consists in the harmonisation of certain so- 
cial conditions with regard to safety and labour conditions (driving times and rest 
periods). 25 

In the White Book of 2001 “European transport policy for 2010: time to de- 
cide”, the focus is on the user of infrastructure paying its share of external costs, 
related to congestion, pollution, etc. According to the “user-pays” principle, price 
distortions should be eliminated and external costs internalised to create a level 
playing field. 

Since the common rules for international carriage of passengers by coach and 
bus, introduced in 1992, international passenger transport by road has been fully 



21 Council Regulation (EEC) no 881/92 of 26 March 1992 on access to the market in the 
carriage of goods by road within the Community to or from the territory of a Member 
State or passing across the territory of one or more Member States. 

22 DG VII: Guide to the transport acquis. Council Regulation (EEC) No 1841/88 of 21 June 
1988 amending Regulation (EEC) No 3164/76 on the Community quota for the carriage 
of goods by road by Member States. Council Regulation (EEC) No 1053/90 of 25 April 
1990 amending Council Regulation (EEC) No 3164/76 concerning access to the market 
in the international carriage of goods by road. Council Regulations (EEC) Nos 3914/90 
and 3915/90 of 21 December 1990 amending Council Regulation (EEC) No 3164/76 
concerning access to the market in the international carriage of goods by road. Council 
Regulation (EEC) No 881/92 of 26 March 1992 on access to the market in the carriage of 
goods by road within the Community to or from the territory of a Member State or 
passing across the territory of one or more Member States. 

23 Council Regulation (EEC) no. 3315/94 of 22 December 1994 amending Regulation 
(EEC) no. 3118/93 laying down the conditions under which non-resident carriers may 
operate national road haulage services within a Member State. 

24 Trends in road transport 1990 - 1998, A. Hedbrand, 2001. 

25 Council Regulation (EEC) No 3820/85 on the harmonisation of certain social legislation 
relating to road transport. 
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opened to competition. 26 Here a common regime for the access to the market for 
regular and shuttle services has been laid down. 

The carriage of passengers serving a public interest has been exempted from 
competition for a very long time. In the thirties of the previous century, granting 
monopoly rights for the provision of public transport was seen as the only way to 
solve a “chaotic and even destructive form of competition between public trans- 
port services” (Van de Velde and Sleuwaegen 1997). But over the past twenty 
years, following reforms in UK cities, Western European public transport have 
undergone mayor changes towards more competition, reducing public expenditure 
and subsidies. 

The effectiveness of the above EU policies depends on correct and impartial 
application throughout all Member States. Currently the European Commission is 
focusing at more harmonisation of controls and penalties, especially designed to 
promote the efficient and uniform implementation of transport legislation. This 
should contribute to a level playing field in the road transport industry. 

2.4.2 Trends 

Road transport is by far the most utilised mode with 87% of total passenger trans- 
port and 58% of the total freight transport going by road in 2000, and a further 
growth expected. 

The road haulage industry has developed towards a highly competitive market. 
As most access barriers to enter the market have been eliminated, the number of 
hauliers has grown and the efficiency of operations has increased at the cost of the 
industry’s profitability. 

The market of passengers by coach and bus shows a similar trend as the road 
haulage industry. The picture in public transport however is scattered, with a lot of 
State intervention in some countries and the introduction of market forces in other 
countries. While, where State intervention is observed, services become less effi- 
cient and passenger oriented, in the countries where market forces are being intro- 
duced a trend towards more attractive and cost-effective services can be seen. 

In many countries charging systems are implemented to fight the negative im- 
pact of ever-growing road transport. The recent introduction of a road user charge 
in London already shows a decrease of around 20% of the traffic entering the 
charged zone and an increase of the speed of the traffic by about 15%. About an 
extra of 6,000 passengers take the bus during rush hours, and London underground 
moves an extra amount of 17,000 passengers a day. 



26 Council Regulation (EEC) No. 684/92 of 16 March 1992 on common rules for the 
international carriage of passengers by coach and bus. Council Regulation (EC) No. 
12/98, of 11 December 1997, laying down the conditions under which non-resident 
carriers may operate national road passenger transport services within a Member State. 
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2.4.3 Obstacles 

One of the main elements endangering fair competition is the difference in fiscal 
regimes of the Member States, leading to an excessive growth of road transport 
and inefficiency of services. As an answer, the European Community tries to pro- 
mote a common basis for charging road transport services. But it faces difficulties 
in implementing appropriate policies to internalise external costs of transport and 
induce different behaviour through higher usage costs. 

A related dilemma is the lack of a common charging system for infrastructure 
use. To avoid a patchwork of different systems across the Member States, the 
Commission has to decide how and which instrument should be implemented 
through Europe. 

Public services are often provided on a monopolistic basis by public transport 
companies or through the government administration itself. This leads to a lack of 
competitiveness, less attractive services and a decreasing market share, especially 
in comparison with private car use. 

The centrally located areas of the EU - especially France and Germany - pay 
much attention to the development of rail transport to overcome long distances, 
but also to unburden the road network in urbanised areas. These countries favour 
the development of a well-established and efficient railway sector, often at the ex- 
pense of road transport. At the same time, peripheral and small countries place 
more interest in strengthening the road transport industry. These different interests 
place the European Commission in a dilemma as to where to put the emphasis and 
how to develop the European transport network. 



3. Remedies for major obstacles to competition 

3.1 Full cost allocation 

3.1.1 The key problem 

Present European road transport policies focus on the safety and environmental 
performance of vehicles, excise duties and taxation matters. The European Com- 
mission’s Green Paper on fair and efficient pricing of 1995 concludes that this mix 
of instruments so far renders unsatisfactory results, not able to fight excessive 
congestion, accident rates and pollution. To control the negative side of transport 
activities, it demands a more fundamental role of pricing policies. 

The emphasis is on external costs of transport, being those costs that, as a result 
of market failure, are not borne by those who cause them. Being a concept already 
established decades ago in environmental and transport economics, until now 
these external costs are not fully included in the price of transport. In order to have 
the full benefits of an effective price mechanism in a competitive market, the full 
transport costs, including externalities, should be allocated. 
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The main reasons why costs are not allocated fully are the following: 

- National governments promote or even subsidise modes of transport; some- 
times governments accept inefficiency to gain other benefits, like stimulation of 
employment, protection against foreign competition or, for public services, 
where the market is not willing to invest. 

- Different policies of Member States for charging the use of infrastructure, in 
the form of different taxes, lead to distortion of price signals in the market and 
so distort industry’s transport choices; charges have long been levied without 
bearing too much relation to costs at all, but used within a broader aim of fiscal 
policy to raise government revenues or to influence prices for industrial, social, 
or environmental considerations. 

- External effects lead to external costs and are difficult to internalise within the 
costs of transport, because of the difficulty of measuring and allocating them to 
the user; external costs include infrastructure use - where use is free - and the 
costs of congestion, environmental pollution, health costs, etc., associated with 
transport use. Failure to acknowledge such costs might result in excessive use 
of certain goods or services . 27 

Infrastructure managers are not always able to recoup some of the private or 
public benefits of providing infrastructure to recover a large part of their capital 
costs, so they are reluctant to invest. 

The above situation gives rise to significant distortions of competition within 
and across the modes of transport, often on the basis of the nationality of the 
transport provider. For example, European road transport operators of different 
nationality may transport the same cargo over the same route against very dif- 
ferent cost prices, mainly due to differing taxation regimes. Differing charging 
principles distort competition, threatening the efficiency and sustainability of the 
transport system in Europe. It also limits the incentives to cut environmental and 
safety costs and makes the efficient provision of infrastructure more difficult. 
Nowadays different infrastructure charging systems have been implemented in 
Europe. This diversity, for example, exists in the railway sector, with about ten 
different infrastructure charging systems, and the road sector, where annual vehi- 
cle taxes for heavy vehicles still differ considerably . 28 

3.1.2 Benefits to be gained 

The basic purpose of infrastructure charging is to improve overall efficiency of the 
provision and use of the European transport network. This should promote fair 
competition, promote the creation of a common transport market and enhance the 
sustainability of the transport system. Efficient transport prices in this respect are 
those prices that maximise social welfare. The efficient prices should include ex- 
ternal costs (congestion, pollution, accidents, etc) to attain a level playing field in 



27 European Commission 1998. 

28 European Commission 1998. 
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the transport sector. Some economists support a broader view by putting emphasis 
on other policy objectives of the internalisation of external costs. These objectives 
can be the optimal use of existing infrastructure capacity or the allocation of the 
costs to those who are responsible for their production and the development of 
new markets and technology with lower consumption of natural resources. 

Various reports of the European Commission emphasise that internalisation of 
external costs would significantly enhance the efficiency of the individual modes 
of transport and result in a considerable reduction of environmental pollution. It 
has been assessed that savings may amount to at least € 30 - 80 billion per year in 
both developed and less developed regions in the EU. 29 For example, it has been 
estimated that by 2010 the introduction of a Europe- wide system of charging 
heavy goods vehicles would result in: 

- An increase of GDP by 0.3% and industrial production by 0.21% 

- A grow of employment by 0.5% 

- A decline of road freight traffic by 6.6% 

3.1.3 Towards solutions 

Full costs cannot be charged to the user instantly. The European Commission 
acknowledges the complexity of the problem and considers a gradual and progres- 
sive harmonisation of charging principles. More harmonisation will include the 
introduction of a kilometre based charging system for heavy goods vehicles, buses 
and rail transport. Also in the port and air sector a charging framework will be in- 
troduced for the access to ports, based on the underlying costs of port operations 
and the need to ensure fair competition between ports. 

While charges should not exceed the costs of usage, including external costs, 
according to the subsidiarity principle it would be for the Member States to decide 
how to use the revenues. Germany for example is contemplating using the 
revenues of road pricing to stimulate a modal shift by subsidising the railway 
sector. The form of cross subsidising is heavily criticised, as there are no direct 
benefits for road users. Instead, new subsidies in the rail sector could lead to unfair 
competition, especially as in most countries the users of rail are only charged for a 
part of the costs they cause. 

The European Commission investigated different aspects related to cost alloca- 
tion, such as how to estimate the costs of transport and how to define external 
costs and the choice of instruments for infrastructure charging. Related to the lat- 
ter, infrastructure may be seen as a quasi-collective supply, where the price 
mechanism is partly replaced by a budget mechanism. The function of pricing as a 
scarcity signal therefore is much weaker. Another complication for the price 
mechanism is the diffusion by various external effects that occur with the use of 
infrastructure. 

With the introduction of the “user pays” principle an effective pricing instru- 
ment could be installed, given that a number of additional conditions are fulfilled. 



29 European Commission 1998, Levinson 2001. 
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A key condition is that all scarcity effects should be expressed in the prices. Some 
of these however come as external effects, beyond transport prices, and for that 
reason are difficult to be assessed and internalised within the costs of transport. 

In order to overcome this problem the EC introduces “marginal social cost 
charging”, meaning charging users for the - internal and external - costs they im- 
pose at the point of use. This would give users of transport incentives to adjust 
their behaviour and reduce total costs to society, whilst maximizing their private 
benefits, thereby maximising economic and social welfare. 

Marginal costs are those variable costs that reflect the cost of an additional 
transport unit using the infrastructure. Marginal cost components can include: 

- Operating costs: energy, labour, some maintenance costs. 

- Infrastructure damage costs: maintenance costs, wear and tear of the infra- 
structure, reflected by such aspects as resurfacing of roads, rail and runways. 

- Congestion and scarcity costs: costs that comprise direct costs (time costs, 
operating costs) and indirect costs (the opportunity cost of the time lost, costs 
incurred by third parties due to delayed deliveries of goods). These costs are 
among those increasing most, as the capacity of the infrastructure during peak 
time is burdened. 

- Environmental costs: air, water, and noise pollution; marginal environmental 
external costs of transportation vary considerably with the technology of the 
vehicle and route characteristics. 

- Accident costs: Costs in terms of material damage, pain, suffering and pro- 
duction losses. 

Many have studied pricing. An interesting study by the University of Leuven 
deals with the question how large the gap between present and efficient road 
transport prices in Europe is. A model, TRENEN, was structured to analyse de- 
sirable directions of pricing reform for a given region or urban area, taking into 
account different constraints of policy instruments. 

One result of the analysis of the different types of price-relevant costs for road 
transport is that the costs caused per kilometre driven differ strongly depending on 
a number of factors: 

- Time, influence on the costs of congestion and of noise; 

- Place, region influence on costs of air pollution; 

- Emission technology of the vehicle, influence on the energy consumption/C02 
emissions; 

- Vehicle and road type, influence on the costs of road wear and tear. 

Research in the direction of actual costs of the use of modes and charged costs 
to the user has been made for different cities and countries within Europe. The 
next figure shows these costs for London, where peak and off-peak prices and 
costs are compared (Proost et al. 2002). 

The following figure shows that car use, especially during peak hour traffic, is 
not fully charged the costs it produces. It seems that off-peak use of infrastructure 
is more closely charged to the costs the user produces, than peak use, being far 
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undercharged. For buses the charged price is mostly close to the actual costs, for 
off-peak as well as peak time. Especially for car use only a highly differentiated 
pricing instrument will be able to cover all cost elements. 




Fig. 2. Comparison of peak and off-peak transport prices and costs in London 



In the transport sector, environmentally based pricing schemes are still under 
development. The obvious lag can be explained by problems of technical imple- 
mentation as well as the limited acceptance of advanced pricing schemes in trans- 
port (Suter and Walter 2001). The European Commission developed a method 30 to 
analyse the complete chain of causal relationships, but accurate calculations re- 
quire a considerable amount of data and time. As a consequence, presently it is not 
possible to calculate marginal external costs for every transport route in Europe, 
using the detailed impact pathway. Thus simplified functions describing the rela- 
tionships between marginal external costs and the most relevant parameters that 
determine them (road types, vehicle technologies, population densities and me- 
teorological characteristics of locations) have to be developed. Implementation 
costs should be taken into account as well in this respect and a compromise has to 
be found. One example of an instrument that has some differentiation, while costs 
of implementation were considered to be low, is the Heavy Vehicle Fee (HVF) in 
Switzerland. 



30 An Impact Pathway Approach is developed and follows the complete chain of causal 
relationships, starting with the emission of a burden, through its diffusion and chemical 
conversion in the environment, to its impact on the various receptors and, finally, the 
monetary valuation of such impact. 
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In 1994 (constitutional amendment) and 1998 (law) the people of 
Switzerland approved the introduction of a new Heavy Vehicle Fee (HVF) 
for all vehicles with a permitted total weight of more than 3.5 tons. The new 
distance-dependent fee came into force on 1 January 2001 and replaced the 
existing flat rate. The main features are the following: 

1. The calculation of the fee is based on three parameters: 

- The kilometers driven within Switzerland; 

- The relevant weight of the truck and the trailer (the relevant weight is 
the maximum permitted total weight according to the vehicle 
registration documents); 

- The tariff is Swiss Francs per ton of relevant weight and kilometer 
driven in Switzerland (tkm) is differentiated according to the emission 
category (air pollutants) of the trucks. There are different levels of 
tariffs (from 0.0142 to 0.02 CHF/tkm) and a further increase in the 
year 2005. It reaches a final average level of 0.0275 CHF/tkm as soon 
as Switzerland opens the first of the two-rail base tunnels through the 
Alps. With this clause Switzerland offers a rail alternative for 
transalpine road freight transport facing the HVF. 

2. The fee is collected with the help of sophisticated on-board units (OBU), 
employing tachograph, Dedicated Short Range Communications 
(DSRC), chip card, GPS, and various sensor technologies. Electronic data 
transfer for payment is integrated as well. OBUs are mandatory for all 
heavy vehicles registered in Switzerland. For foreign trucks that do not 
wish to install an OBU, a manual system is offered. 

Source: Suter and Walter 2001 



Currently the European Commission stimulates the use of environmentally 
friendly transport modes and equipment. To encourage this use, the Commission 
has selected different levels of cost allocation: 31 

- By having different levels of taxes for different types of fuel to encourage the 
use of cleaner engines; 

- By varying rail access, air traffic service charges, airport landing, or vehicle toll 
charges according to the time of travel, the Commission provides an incentive 
to travel outside peak hours and reduce congestion; 

- Varying charges according to vehicle/plane/ship size, weight or other ap- 
propriate dimension provides the incentive to use less damaging transport; 

- Varying accident insurance premiums to reflect different risk categories to 
allocate costs more fairly. 



31 http://europa.eu.int/comm/transport/infr-charging/charging_en.html 
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3.1 .4 Conclusion 

Different Member States are introducing infrastructure-pricing systems for the 
user. It is obvious that a common transport market can only be created if all Mem- 
ber States adopt the same charging principles. Therefore the European Commis- 
sion has to decide on the most suitable charging instrument. This model should not 
be too advanced, covering all variables that are not yet reflected in the price of 
transport, as some of these variables would be very difficult to specify (for in- 
stance additional accident costs per region) and too expensive to be implemented. 

To avoid further fragmentation and new obstacles for competition through a 
patchwork of charging systems in Europe, the European Commission has to de- 
cide as soon as possible which instrument will be introduced. If introduced, in the 
long run the “user pays” principle should be applied for all modes of transport, 
ensuring a level playing field among them as well. The consequences in the modal 
shift should be accepted, as interfering would seriously affect the ability of 
making the right decisions on large infrastructure investments. 



3.2 The allocation of infrastructure 
3.2.1 The key problem 

Infrastructure as a transport policy of the EU is a critical factor in the integration 
of Member States since it improves accessibility, cuts transport costs, provides 
communications between central and peripheral regions, reduces congestion and 
eliminates bottlenecks (Kiriazidis 1994). 

During the liberalisation process of the transport market, the European Com- 
mission had to deal with some obstacles related to infrastructure. More and more 
the problem is shifting from the providers of transport services towards the alloca- 
tion of scarce capacity of infrastructure. Partly this has been caused by liberalisa- 
tion, enabling new players to enter the market. But continuous growth of transport 
also has its impact on infrastructure utilisation, resulting in saturation of many 
parts of the transport network. 

Scarce capacity of infrastructure is a problem for almost all transport modes. 
The air sector has to deal with congestion at airports and in the air. The railway 
network is congested and serious problems occur on roads, especially around ur- 
banised areas. The EU focuses on a model shift from road transport to less con- 
gested, alternative modes of transport. For some, this approach appears to be too 
slow and national and local solutions are introduced. 

London for example, implemented a congestion charge for the traffic in the city 
centre, with the aim of reducing congestion, improve the bus network, and making 
central London a more pleasant place and attractive for residents, visitors and 
businesses. 32 An example of a system at national level is the charge (“Maut”) for 
heavy trucks using highways in Germany, which should come into force in 2003. 



32 www.bbc.co.uk/london/congestion/intro.shtml 
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The key point, however, is that congestion is often not only the result of insuf- 
ficient capacity, but policies have proven to be ineffective in coping with the allo- 
cation problem. This government failure may be a result of causes such as a poor 
monitoring of market developments, the lack of reliable information on the de- 
mand side of the market, politicians captured by lobby forces, etc. 

One of the major difficulties in developing a common policy regarding the allo- 
cation of scarce infrastructure is the current lack of an effective pricing policy in 
virtually all countries of Europe. For the short-term it is important that action is 
taken to implement policies improving the efficient use of the infrastructure, with- 
out distorting long-term decisions on investments. 

The key question is how scarce infrastructure capacity can be allocated. Useful 
lessons can be drawn from more advanced sectors, for example the telecom in- 
dustry. Is it a necessity, and if so, how does the infrastructure have to be liberal- 
ised and privatised? Is there equilibrium possible in the market with adequate and 
sufficient infrastructure whilst safety and environmental standards are guaranteed? 



The process of liberalisation in European telecom markets has caused 
enormous changes in the industry. The infrastructure used to be in the hands 
of the traditional, national telecom companies but nowadays numerous 
telecom providers use the same infrastructure network. New providers often 
lease the infrastructure against commercial tariffs. The market has changed 
from monopoly based to a highly competitive market, where prices have 
been fallen and services improved 

Source: IDC 2002 



The most important consequence of an inefficient allocation of scarce infra- 
structure is congestion, at the cost of safety, the environment and European com- 
petitiveness. Overall it leads to higher costs for the industry and to consumer wel- 
fare losses. External costs of congestion are tremendous as a result of additional 
passenger travel time or inefficient transport of freight, environmental pollution 
and traffic accidents. 

Some 7,500 km, i.e. 10% of the road network, is affected by daily traffic 
jams. And 16,000 km of railways, 20% of the network, are classed as 
bottlenecks. A total of 16 of the Union's main airports recorded delays of 
more than a quarter of an hour on more than 30% of their flights. Altogether, 
these delays result in consumption of an extra 1.9 billion litres of fuel, which 
is some 6% of annual consumption 

Source: European Commission 2001 



The scarcity of infrastructure has also led to physical and non-physical barriers 
for new players for entering the transport market. A suitable example in this re- 
spect is the lack of slots in air transport. Most slots are in the hands of established 
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airlines, and only if they do not use their slots, are they at risk of loosing them to 
new entrants. Especially in rail transport similar consequences are reported. Full 
utilisation of the rail network prevent operators getting the capacity they wish to 
have; hence often they have to run their trains at times and speeds different from 
to their preferred alternative, or even may not be able to operate at all. 

3.2.2 Benefits to be gained 

A reduction of congestion will lead to higher economic and social benefits, be- 
cause of less additional passenger travel time and more efficient freight transport. 
Thus the reliability of the transport system will grow. Beside a reduction of con- 
gestion, it will also become easier for new entrants to enter the market. The emer- 
gence of new entrants will lead to higher consumer welfare benefits within a more 
competitive market. 



Since rail liberalisation in Germany, the number of new entrants has risen. 
From just a few railway companies the market has now become much more 
competitive with more than 100 operators. “Deutsche Bahn Netz” is 
responsible for the train path allocation. The latter has come to an agreement 
with parties competing for the same tracks but, if this cannot be achieved, the 
path is given to the party willing to pay the most for it. 

Source: Harris 2001 



3.2.3 Towards solutions 

As in other modes, in aviation the allocation of infrastructure is problematic. In 
modem civil aviation it is a growing feature that many of the world’s major air- 
ports suffer from inadequate runway capacity. Particular airports have become 
main international hubs, but while the demand for flights has grown, expansion of 
runway capacity has failed to keep pace (Starkie 1998). An effective regulation for 
slot allocation was therefore required. 

The European Union has taken a first step in slot regulation by requiring inde- 
pendent companies to run local scheduling committees, and by requiring all slots 
not used for 80 percent of the time to be put into a pool for reallocation, 50 percent 
to be available to new entrants. 33 Despite these measures slots are still very much 
based on the principle of historic precedence (“grandfather rights”) and entrance 
to the markets remain very difficult. 

Adequate policies are still required to ensure efficient allocation. Exchange or 
pricing regimes could be used more effectively in this respect, to give airlines 
greater awareness of the opportunity costs of their operations. 



33 Council Regulation no 95/93, adopted in 1993 to lay down neutral, transparent and non- 
discriminatory rules for the allocation of slots at congested airports. 
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A possible solution for the scarce capacity of infrastructure in aviation may 
be found in a secondary market for slots handling. Once a secondary market 
is introduced, slots become tradable assets. As a result, for example, their 
value would be expressed in the balance sheet of the airline company, 
reflecting the capitalisation of the economic rent that they command. The 
system suggests that slots will be bought when an airline is able to earn a 
satisfactory return on its investment and that they will be sold when it is 
unable to do so. The introduction of a secondary market is likely to create 
strong pressure for under-utilised slots to be sold or to be used more 
effectively. 

Source: Starkie 1998 



Additionally, competition will only work if the terms of access to and use of in- 
frastructure are fair for all competitors. The fees levied on the use of infrastructure 
and access conditions affect the competitiveness of the airline companies directly. 
At present, there is evidence that some markets are being protected through han- 
dling charges, lack of access to ground handling services, etc. In particular new 
entrants may be affected by the above protection. 

For example, shortages in gates capacity, due to high utilisation of gates during 
peak operating times in combination with exclusive leasing arrangements of those 
gates, may effectively endanger the results of more efficient system of slot alloca- 
tion at the end of the day. 

In rail transport the optimisation of the use of the rail network has received a lot 
of attention over the last years. Until recently, railways fully integrated railway 
operations and infrastructure. According to EU policy a competitive rail sector 
will only be created through a clear separation of the management of infrastructure 
and the operation of services of the National railway undertakings . 34 An independ- 
ent body should then regulate the infrastructure, enabling fair competition on the 
railway network. 

In particular on specific sections rail infrastructure capacity, however, is be- 
coming more and more congested. Recognising this problem the European Com- 
mission introduced new policies, also defining the rules for charging and allo- 
cating the use of railway infrastructure with the aim of making the transport sys- 
tem more efficient . 35 Obviously with regard to the allocation of capacity it is es- 
sential that the regulatory body is totally independent of the railway operators. 



34 Council Directive 91/440 of 29 July 1991 on the development of the Community’s 
railways. 

35 Directive 2001/14/EC of the European Parliament and of the Council of 26 February 
2001 on the allocation of railway infrastructure capacity and the levying of charges for 
the use of railway infrastructure and safety certification. 
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As possible solution for the allocation of scarce capacity on the UK rail 
network pre-set published user tariffs, based on the marginal congestion 
costs of trains on the network, have been developed (Ball et al. 2002). The 
tariff would apply to all operating rights on the network in order to optimise 
the use of scarce track capacity. 

The congestion costs of an additional train path would vary across the 
network in relation to a number of key features of that path: geography, 
time/day of operation, relative speed of the train and the opportunity for 
Railtrack (independent regulator) to influence an operator’s preferred 
timetable bid, to produce a workable timetable. The capacity charge would 
provide an appropriate incentive to Railtrack to make efficient use of the 
network in its timetabling decisions. 



In conclusion, within the various transport modes various approaches evolve to 
come to an efficient allocation of scarce transport infrastructure. Most of these ap- 
proaches are comparable, and one may draw lessons from one sector to be used in 
another sector. The air sector regulates the allocation of slots while in the rail sec- 
tor an independent infrastructure manager plays a key role in the train path alloca- 
tion. 

As these systems are still far from perfect, especially in air transport, new ini- 
tiatives have been developed in recent years to improve the access to transport in- 
frastructure: 

- The continuation of the existing self-regulation system of airport scheduling 
committees; 

- The administration of slot allocation by a regulating authority; 

- The development of codes of conduct for airport scheduling committees. 

Besides initiatives on the regulatory level, there are also solutions in a more 
competitive direction: 

- The greater use of economic pricing to allocate scarce slots; 

- The introduction of auctions for slots; 

- Secondary slot trading. 

Just looking at the allocation of slots however will not be enough, as this may 
be frustrated quite easily by practical obstacles to other services and facilities e.g. 
access to the gates at the airports or the ticketing offices in railway stations. 

3.2.4 Conclusion 

Scarce transport infrastructure capacity causes a lot of congestion throughout 
Europe, leading to higher costs for the industry as well as the public and it se- 
riously affects European competitiveness. Nowadays a regulatory authority rather 
than market forces often allocates the scarce capacity. The question is, whether 
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such regulation is the most optimal way of allocating infrastructure. More effec- 
tive use of economic pricing seems to be possible, as demonstrated in the air and 
rail sector. 

The buying and selling of slots would expose companies to value their choices 
and the decision to buy a slot, resulting in a more efficient use of transport infra- 
structure and fairer opportunities for new players to enter the market. Especially if 
introduction takes place according to the “use it or lose it” principle, avoiding 
protective behaviour of incumbent operators. In this case for example airlines that 
wish to fly with attractive timetables have to pay for it, or otherwise they should 
be satisfied with less attractive timetables or use alternative - less congested - air- 
ports. 



3.3 The provision of public services in transport 

3.3.1 The key problem 

Traditionally the provision of public services has been left to the government 
without too many market initiatives. This has led to public services that did not 
answer the demand of passengers, lost market share for public transport and inef- 
ficiency from the side of the public transport industry. Often the services were 
provided in-house, by the authorities themselves or through obliging transport 
companies - that were often fully owned by the authorities. 

Especially in comparison with the use of private cars, public services have be- 
come less attractive over the years. Passengers are able to choose between various 
alternatives, and public transport was not able to keep up with competition. Lack 
of market incentives from the supply side sped up this process and lost market 
share resulted in a decrease of turnover from operations. Thus the financial burden 
for the provision of public transport, often to a large extent covered by local and 
regional governments, became heavier. Given the enormous growth of people mo- 
bility, the lost market share of public transport aggravated the traffic problems, 
such as congestion, loss of time and environmental pollution and accidents. 

The above-mentioned consequences raise the question of how to balance the 
need to provide public services that meet general interests and keep those services 
market-oriented and attractive. 

3.3.2 Benefits to be gained 

As indicated, public transport services have often been publicly planned, owned 
and operated. Although governments are able to determine the public services 
themselves, the question is whether this outweighs the negative impact of lacking 
market incentives. Leaving public services fully to the market would increase 
cost-effectiveness. However, full deregulation very often results in a serious frag- 
mentation of the transport network, with an impact on the attractiveness of ser- 
vices. Those countries that have introduced market forces in a controlled manner 
seem to take the best of both worlds, guaranteeing that public service require- 
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merits, such as network integration, are implemented while market incentives for 
quality and cost improvements are introduced. Through tendering of exclusive 
rights for providing public services for a limited period of time, operators are ex- 
posed to market forces but able to develop a public transport market and willing to 
invest. 

The table below compares trends in public transport in 30 large EU cities 
during the nineties of the previous century. The three above mentioned leading 
market forms in public transport in Europe have been compared. 

Tendering out exclusive rights has led to both an improved market share in 
terms of an increasing number of passengers and a better financial performance in 
terms of fare revenues. 

Table 2. Differing performance of public transport 

Annual change in number of Annual change proportion 
passenger trips fares covering operating 



costs 



Cities using controlled com- 


+1.8% 


+ 1.7% 


petition 






Cities without competition in 


- 0.7% 


+ 0.3% 


public transport 






Cities using deregulation 


-3.1% 


+ 0.3% 



without significant role Au- 
thorities 

Source: From the amended proposal for a Regulation of the European Parliament and of the 
Council on action by Member States concerning public service requirements and the award 
of public service contracts in passenger transport by rail, road and inland waterway. 

Also in heavy rail, controlled competition resulted in a growth of market shares 
Especially those countries in the EU tendering out exclusive rights, such as Eng- 
land and Sweden, show the fastest growth in passenger numbers through the nine- 
ties of last century. 

3 . 3.3 Towards solutions 

In the EC Communication “Services of General Interest in Europe” the EC clearly 
expresses the intention to become involved more directly in services of general 
interest. The aim of the communication is to find the balance between the re- 
quirements of the single European market and free competition in terms of free 
movement, economic performance and dynamism and the general interest objec- 
tives. 

Within the EU operators entrusted with the operation of services of general 
economic interest shall be subject to the rules on competition. However, only inso- 
far as the application of such rules does not obstruct the performance of the task 
assigned to them. State aid in this respect is allowed to co-ordinate transport or to 
compensate for the discharge of public service obligations. With regard to public 
service obligations, the Commission accepted the restrictions of free competition. 
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However, the exception made for inland passenger transport was always to be kept 
to a necessary minimum, taking into account the distinctive features of the sector. 

The principle that, for the fulfilment of public service obligations, competition 
could be restricted, needed to be specified and implemented at Member State 
level. For this reason, a Council Regulation on public service in inland transport 
was adopted in 1969. 36 

The general aim of the Regulation is the termination of public service obliga- 
tions and the duty to pay compensation with respect to any financial burden that 
may be transferred to the transport operator. However, obligations may be main- 
tained insofar as they are essential to ensure the provision of adequate transport 
services. 

Public transport services throughout Europe are established in many different 
ways depending on the regional and local situation. Different systems are distin- 
guished, and traditionally operators were obliged to render them. This did not lead 
to the most optimal service, given changing users’ expectations. 

The European Commission acknowledged that the introduction of competitive 
pressures and more initiative for transport operators is more likely to enhance the 
efficiency of services. Also it would deliver products which will be tailored to the 
needs of the customer, who becomes more demanding, having more need for mo- 
bility and individual alternatives for collective transport. 

In response to this changing need the European Commission aims 37 at intro- 
ducing more market forces in the provision of public transport services. The 
strategy is to introduce a commercial relationship between the authority respon- 
sible for transport and transport operators through the conclusion of public service 
contracts. These contracts should then be allocated in open competition through a 
transparent, non-discriminatory procedure for the allocation of exclusive rights for 
a limited period of time. 

By doing so the benefits of competition will be seized, while the temporary ex- 
clusivity guarantees that public service requirements are safeguarded. The period 
the exclusive right is valid enables operators to develop a public transport market 
and offer continuous and integrated services. 

Presently the European Commission has proposed a new regulation with the 
objective to stimulate more efficient and attractive public transport, through the 
use of controlled competition, also to promote more legal certainty for authorities 
and operators in limiting competition law by awarding exclusive rights. 38 The ex- 
clusivity of these concessions must not go beyond what is necessary to ensure the 
provision of the service, and therefore must be limited in time and space. 



36 Council Regulation 1191/69/EEC of 26 June 1969 on obligations inherent in the concept 
of public service in transport in rail, road and inland waterway. 

37 See for the European railways in the White Paper “A Strategy for Revitalising European 
Railways” and for urban transport in the Commission’s Green Paper “A Citizens’ 
Network”. 

38 Amended proposal for a Regulation of the European Parliament and of the Council on 
action by Member States concerning public service requirements and the award of public 
service contracts in passenger transport by rail, road and inland waterway. 
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3 . 3.4 Conclusion 

Government social-economic objectives with regard to public services in transport 
may be achieved within a competitive environment. The system of tendering ex- 
clusive rights for a limited period of time to provide services balances public ser- 
vice interests and the need to develop market oriented and efficient services. The 
government should in this respect see to it that the limitation of competition is 
proportional in relation with the public service requirements. With the latter it is 
demonstrated that the free market, unburdening public resources, provided that the 
government is still able to determine the specifications of the public service re- 
quirements, can deliver public services. 



4. Conclusion 

Over the past twenty years an enormous step has been taken towards the single 
European transport market. However, obstacles towards effective competition still 
remain. Although not directly, most of these obstacles find their roots in the tradi- 
tional way of thinking about transport, being special in comparison to other sec- 
tors. And although transport may have its own characteristics, if implemented cor- 
rectly, it can certainly allow competition to have a positive impact. 

Most directions for solutions, as described for major obstacles to competition, 
emphasise the introduction of more market forces, where in the past this was often 
thought to be impossible. The challenge is to find a balance between competitive 
pressure to improve efficiency whilst other transport policy objectives in relation 
to general and social interests, safety and the environment will be safeguarded. 

What we are learning is that market and competition in transport does not allow 
a “laissez faire” policy. More responsibility to the market means that government 
power is not minimised, but rather changed from a role of coach to a role of arbi- 
ter of the match. Where in the past, governments to a large extent determined how 
the players should play the game, currently they should focus on the rules of the 
game and the creation of a level playing field, also to please public interests. 

Why is this essential? The main reason is that the players best know how to 
play the game. Therefore both the use and the exploitation of infrastructure should 
be left to the market, as this will lead to the most efficient allocation of infra- 
structure at the end of the day. Pricing signals should be clear and influence both 
investors in and users of infrastructure by differentiating the costs and benefits of 
infrastructure. 

Many of the obstacles to competition can be traced back to market failure. By 
nature the transport market is inefficient, as prices do not reflect the full cost of the 
user of infrastructure. This results in allocation constraints of scarce resources in 
terms of transport means and infrastructure. Part of the answer lies in finding a 
way to optimise the pricing mechanism in markets where it was never applied ef- 
fectively. 
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Although often difficult, we have seen that eliminating price distortions is not 
impossible. Also they are often only used as an excuse to be able to protect other 
(National) interests. For this reason, only a Europe wide approach in developing a 
common basis for charging transport would lead to success. A gradual approach 
should prevent the incumbent operators from taking advantage of their established 
position, given the huge, initial investments required, in order to allow new 
players to acquire their place in the market. 

The allocation of scarce infrastructure comes with the inherent constraint of a 
lack of knowledge in the future use of transport infrastructure. It will always be a 
forward-looking exercise, with the question of optimising the use of infrastructure 
to get the required return on investments. Introducing more market based deci- 
sions in assessing the need for infrastructure will transfer the risks to those who 
are in a much better position to assess its feasibility. More importantly, these par- 
ties will also feel the consequences if investments in infrastructure do not pay off 
in the long run. By the time one is able to assess this, the politicians who initially 
determined that the investment should be made, have long left. Furthermore, only 
an optimised use of existing infrastructure will make the building of new infra- 
structure acceptable for the public and interesting for private funding. The latter 
might unburden governments by providing the huge resources required for the de- 
velopment of transport infrastructure. Also here governments will play a key role 
in ensuring fair terms of access to and use of the infrastructure and by setting 
safety and environmental standards. 

Fair competition through realistic pricing and a better allocation of transport in- 
frastructure will also attract more market players in all modes of transport. This 
will mitigate the risk of being dependent on just a few operators who, due to their 
sunk investments, are vulnerable in times of economic recession. Hence, con- 
tinuous and adequate services for the whole economy will be safeguarded, re- 
gardless of the economic climate. 

For public services in transport we see that the government social-economic 
objectives may be achieved within a competitive environment. The system of ten- 
dering exclusive rights for a limited period of time to provide services balances 
public service interests and the need to develop market oriented and efficient ser- 
vices. The government should in this respect see to it that the limitation of compe- 
tition is proportional in relation to the public service requirements. With the latter 
it is demonstrated that the free market, unburdening public resources, provided 
that the government is still able to determine the specifications of the public ser- 
vice requirements, can deliver public services. 
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Executive summary 

Liberalisation of European electricity markets was mandated with the European 
electricity directive of 1997. At the moment of writing an amendment of the direc- 
tive is about to enter into force as directive 2003/54/EC. The goals of reforming 
the electricity industry through privatisation and the introduction of competition 
are manifold. The disadvantages of legally monopolised industries have become 
abundantly clear. They tend to become inefficient , set inefficient cross-subsidised 
tariff structures and require rate regulation which normally is far from perfect. 
On the whole , developments and ideas resulted in the paradigm that competition 
is the best regulator , resulting in lower costs and prices. 

Experience has convincingly shown that reform, as a combination of competi- 
tion, privatisation and regulation of the monopolistic bottlenecks, can work well to 
the benefit of the consumer. However, this should not be taken for granted and 
details of market design and industry structure play a pivotal role in achieving 
this. It is important to restructure the industry to a competitive shape from the 
start, if feasible. It seems more effective to get the structure right than to control 
conduct with the wrong industry structure. Moreover, services of general eco- 
nomic interest and other transitional derogations should be handled with care and 
restriction, since they do tend to distort competition and can be abused to this end. 
An electricity industry consists of the four successive production stages genera- 
tion, high-voltage transmission, low-voltage distribution and retail. Experience 
with the vertical industry structure provides the following lessons. Generation and 
retail can be competitive and market opening should be the rule. Although not un- 
controversial for retail to domestic users, the benefits for consumers of a competi- 
tive generation stage are indisputable and the authorities are well advised to 
monitor its competitiveness. Transmission and distribution networks are monopo- 
listic and require regulation to promote competition in generation and retail. Non- 
disc riminatory third party access to the networks is crucial for a level playing 
field. Especially in a setting with vertical integration, ( ex-ante ) regulation of the 
network access charges and other conditions is highly desirable. The level playing 
field is best served by far-reaching vertical unbundling: preferably ownership 
separation, but if this is not feasible then ringfencing the monopoly businesses 
with a Chinese wall seems necessary. 



1 The authors would like to express gratitude to the participants of the workshops held in 
the process of this study for useful comments and discussion. 
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Market concentration in generation is uncomfortably high in several European 
markets. Currently most member states will have to secure modest concentration 
rates within their respective areas , rather than rely on the u European market”: 
due to cross-border interconnector constraints , there is no European market for 
electric power yet. Allocation and expansion of scarce interconnector capacity is 
an issue which deserves close attention. 

A lesson learned is that power pools and spot prices are vulnerable to gaming 
by generators. Competition can be strong with excess capacity , but problems start 
if capacity gets scarce. Especially in times of high demand ( which is the same as 
scarcity of capacity), generators quickly realise that they may be pivotal. Given 
short run inelastic demand, prices can skyrocket. Several approaches can mitigate 
the problem. First, authorities may try to change short-run incentives by forcing 
high coverage of long-term ( hedging ) contracts. Second, secure favourable entry 
conditions, which induces more competitors to enter the market and increases to- 
tal available capacity as compared to demand. This may imply for instance that 
the authorities should be relaxed in case prices are high, rather than capping the 
wholesale prices, and that access to pivotal inputs like gas should be secured. 
Furthermore, market design appears to have an effect on market entry conditions. 
Third, deconcentration and merger policy. As long as restructuring is an option 
(prior to privatisation), it is good policy to break up dominant firms. If this is not 
feasible, it seems to be necessary that merger policy is strict. Fourth, the relevant 
market can be widened by allocating scarce interconnector capacity on a basis of 
equal access to all users by applying market based allocation methods. Moreover, 
new interconnector capacity deserves attention since it increases competitiveness 
in wholesale markets. 

The third field of attention focuses on services of general economic interest and 
transitory derogations, induced mainly by stranded costs. One striking feature is 
that it is not well defined what qualifies as a service of general economic interest 
or a derogation. This flexibility may be intentional, but carries the danger of a 
slippery slope: once started it may be difficult to stop, let alone step back Because 
the application of services of general economic interest and derogations 
inherently distorts some part of the market (be it competition or efficiency), it 
seems of utmost importance to be restrictive with the application. 

For several services of general economic interest, like environmental protec- 
tion and security of supply, market based approaches are feasible and offer least- 
distortive solutions. Given that the aims are set, the way forth should at least be 
market compatible. Redistribution of income may be difficult to achieve with elec- 
tricity prices and may require other policies. Reform normally implies a 
rebalancing of tariff structures; this may result in a large group of small end- 
users actually losing from the reform which can be a political obstacle. To en- 
hance political feasibility, compensation of the losers may be justified; obviously, 
the resulting distortions should be minimised to secure the gains of the reform. 

Stranded costs typically are a transitional problem. It seems to be good policy 
to restrict compensation to those cases where stranded costs are the immediate re- 
sult of government policy. It should be stressed that it is intuitive to compensate 
for stranded investment. Failing to do so might put the incumbent at a competitive 
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disadvantage and would endanger future investment. One approach to the prob- 
lem is to mitigate the stranded costs by restricting competition. This approach 
should be avoided, because the support for the firm is at the expense of the con- 
sumers and on balance society loses. A better way to handle the problem ( if 
feasible) is to try to quantify and compensate the stranded costs, which usually is 
a matter of bargaining, funded by a transmission surcharge. Since the 
transmission network is a monopoly, competition cannot be distorted, while the 
tax base is very broad. 



Contents: 



1 . Introduction 164 

2. The vertical structure 165 

2. 1 Monopolistic versus competitive businesses 165 

2.2 The institutional framework 167 

3. The horizontal structure: competitiveness of generation 171 

3.1 Concentration and merger policy 172 

3.2 Market design versus market structure: from Pool to Neta in 

England and Wales 176 

3 . 3 Cross-border trade and congestion management 179 

4. Services of general economic interest and derogation 182 

4. 1 Services of general economic interest 182 

4.2 Derogations 188 

5 . Concluding remarks 192 

References 194 





1 64 Gert Brunekreeft / Katj a Keller 



1. Introduction 

Liberalisation of electricity markets started off about 1990 with the reform of the 
electricity supply industry in countries like the UK, Norway, Chile, New Zealand 
and parts of the USA. Full blown reform in Europe was mandated with the Euro- 
pean electricity directive of 1997. At the moment of writing an amendment of the 
directive is about to enter into force as directive 2003/54/EC. 

The goals of reforming the electricity industry through privatisation and the in- 
troduction of competition are manifold. 2 The disadvantages of legally monopo- 
lised industries have become abundantly clear. First, the legal monopoly may have 
been the result of rent seeking activities, rather than justified by economic reasons. 
Second, the subsequent rate regulation of the monopolies has proven to be far 
from perfect. For instance, overcapitalisation, also called gold plating, is an 
immediate consequence of rate regulation. Realising that rate regulation may in 
some cases be inevitable, it has nevertheless become clear that good policy re- 
quires that regulation is restricted to a minimum. Third, the monopolies became 
quite inefficient; low-powered regulation, the lack of hostile take-over threats and 
the lack of competitive pressure implied that the incentives to cut costs were low. 
Fourth, the monopolistic status and quite often state-ownership allowed govern- 
ments to pursue socio-political goals in opaque ways, which further increased 
inefficiency. Fifth, new technologies and post-war growth in demand exhausted 
economies of scale which used to justify the monopoly. For electricity generation, 
small-sized high-efficiency gas units have meanwhile become quite competitive. 
On the whole, developments and ideas resulted in the paradigm that competition is 
the best regulator. 

An electricity supply industry basically comprises the potentially competitive 
businesses generation and retail on the one hand and the monopolistic networks on 
the other. The main aims of the reform were to increase efficiency and lower end- 
user prices. The prime targets of the attempts to increase efficiency are generation 
of power and the networks. The experience in the UK illustrates this. The com- 
petitive pressure in generation has indeed improved efficiency quite spectacularly 
(Newbery and Pollitt 1997). Moreover, the combination of privatisation and in- 
centive-based price-cap regulation of the monopolistic networks and the subse- 
quent profit incentives improved efficiency dramatically (Domah and Pollitt 
2001). In the UK experience, lower costs were initially translated into higher 
profits, after which tougher regulation and increased competition forced firms to 
pass through most of the cost savings to the end user in the form of lower prices. 
This has particularly been the case for large (industrial and commercial) end-users. 
Partly due to re-balancing, which corrected for previously internally subsidised 
charges, the gains for domestic end-users have been more moderate but overall 
still positive (see e.g. EC 2002a). The effects of retail competition for domestic 



2 The reader may be referred to the seminal work of Joskow and Schmalensee (1983) and 
the practical experience of Hunt and Shuttleworth (1996). Joskow (2003) gives a 
thorough overview of lessons from the USA. Discussions on other network industries can 
be found in for instance Knieps and Brunekreeft (2003). 
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end-users are still ambiguous, although the European Commission (EC 2001: 24) 
makes a compelling argument that, provided switching was easy, consumer choice 
did reduce prices. 

The first lesson learned from experience is that liberalisation of electricity mar- 
kets can work to the benefit of the consumer. The second lesson is that this should 
not be taken for granted and that details of market design and the structure of the 
industry do matter. If possible, it seems of utmost importance to restructure the in- 
dustry to a competitive shape from the start. This concerns both the vertical and 
horizontal industry structure, as will be discussed in sections 2 and 3 respectively. 
Moreover, services of general economic interest and other transitional derogations 
should be handled with care and restriction, since they do tend to distort competi- 
tion and can actually be abused to this end. A discussion of services of general 
economic interest and derogations in the electricity supply industry follows in 
section 4. Section 5 concludes. 



2. The vertical structure 

2.1 Monopolistic versus competitive businesses 

Essential to introducing competition into the electricity supply industry (and 
generally into network industries) is the adoption of a vertically differentiated 
view, rather than seeing the sector as a black box. Some production stages allow 
competition, while others remain naturally monopolistic with market power. It is 
important to realise, moreover, that these production stages are interdependent. 
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Fig. 1. Monopolistic versus competitive businesses in the electricity supply industry 
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As depicted in figure 1 usually four production stages are distinguished in the 
electricity supply industry: (1) generation, (2) transmission, (3) distribution and 
(4) retail. 

Generation is the transformation of primary energy sources (coal, oil, gas, wind 
etc.) into electric power. Generation is considered to be (potentially) competitive. 
The smallest indivisible unit presumably is an individual power plant, which is 
small compared to the total market. However, co-ordinated operation of power 
plants allows system economies of scale. Interconnection of power plants reduces 
required installed capacity, reserve capacity and will substantially reduce produc- 
tion costs (Joskow and Schmalensee 1983: 64). It should be emphasised, however, 
that these are economies of scale of the system as opposed to of the firm. A well 
designed market will internalise the economies between different firms as well. A 
poorly designed market, however, will fail to internalise these economies and will 
thus induce a higher concentration on the generation market. The generators trade 
with customers or among each other according to bilateral contracts or via spot 
markets or a combination of both. The generators need access to the monopolistic 
transmission network to reach their customers. Therefore non-discriminatory 
access to the network is crucial for a level playing field among the generators. 

Transmission is transport of electric power over long distances at high voltage 
(220/380 kV). The transmission network interconnects various power plants and 
load centres (distribution networks). The transmission network is generally con- 
sidered to be a natural monopoly with market power, due to economies of scale 
and sunk investment. The configuration and operation of the transmission network 
is crucial for the dispatch of the power plants. There are two important features of 
an electricity system. First, supply should be equal to demand within the network 
at all times since the network itself has no storage capacity. 3 Second, power flows 
through the network according to Kirchhoff s laws, basically meaning that it 
spreads over the network rather than following a controllable path. Given uncer- 
tain and fluctuating demand these two conditions require central co-ordination of 
the (real-time) dispatch of the power plants and the transmission network. The 
central co-ordinator is called transmission system operator (TSO). 4 The 
transmission system operator collects the production and demand information 
from the generators and loads, which may be from the bilateral contracts or the 
bids in the spot market, and then calculates a feasible production schedule given 
the restrictions of the transmission network. The so-derived ex-ante schedule is 
binding for real-time production (normally the day ahead). If something changes 
real time the transmission system operator ultimately controls the power plants to 
secure system stability. It is important to realise that whereas the generators trade 
via bilateral contracts and/or participation in the spot market, the ultimate (real- 
time) control over the dispatch is in the hands of the transmission system operator. 
As a result the transmission system operator has strong power over the generators. 



3 This is one of the main differences between the electricity and the gas network. 

4 The transmission stage actually comprises two tasks (see further below): system 
operation (SO) and transmission ownership (TO). 
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Distribution is transport of electric power from the transmission network to the 
end-users at low voltage levels (50/1 10k V to 220/380V). The distribution net- 
works are considered to be natural monopolies with market power. Most countries 
have a number of distributors, which are regional monopolies. Similar to the 
transmission system operator, a distribution network operator centrally co- 
ordinates secure operation of its network. However, the control of the network of 
the distribution network operator is less than the transmission system operator on 
the transmission network, because power production is normally not dispatched at 
the distribution network operator level. 

The final stage is retail (sometimes also called supply), which is the contact to 
the end-users. This is largely paper- work consisting of purchasing and selling 
power, making network-access contracts, metering and administration. This stage 
can be competitive. Access to the monopolistic networks is essential and as above 
non-discriminatory access is the key to a level-playing field. Retail competition 
for domestic end users is not uncontroversial (see e.g. Green and McDaniel 1998 
and Littlechild 2002). The value added of it is small, whereas the costs of facili- 
tating retail competition for small end-users are high. Moreover, experience 
suggests that consumers face relatively high switching costs and as a result 
switching rates are in general unsatisfactorily low. On balance, it is not entirely 
clear whether retail competition for domestic end users is actually beneficial. 
Having pointed out the controversy, this study will further simply adopt the posi- 
tion of the European Commission, which is that retail competition will be intro- 
duced for domestic end users by 2007 at the latest. 



2.2 The institutional framework 

For competition to develop in generation and retail, non-discriminatory access to 
the monopolistic network is essential. The so-formulated problem makes up most 
of the institutional arrangements in the EU directive. Currently in force is the di- 
rective 96/92/EC (from now on called E-directive (old)), but an amended directive 
(2003/54/EC) is about to enter into force (from now called E-directive (new)). 5 
Both the old and the new E-directive rely on three main points which are dis- 
cussed in some detail below: 

• Market opening 

• Access regime 

• Vertical unbundling 



5 E-directive (old): Directive 96/92/EC of the European Parliament and of the Council of 
19 December 1996 concerning common rules for the internal market in electricity. Offi- 
cial Journal L 027, 30/01/1997 pp 0020 - 0029. 

E-directive (new): Directive 2003/54/EC of the European Parliament and of the Council 
concerning common rules for the internal market in electricity and repealing directive 
96/92/EC, 26 June 2003. 

For gas similarly. Currently in force is the gas directive of 1998, but the council also 
adopted a proposal to amend the gas directive. 
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Table 1 provides an overview of the implementation of these provisions in the 
member states. 

Table 1. Implementation of provisions for the electricity supply industry in 2002 




Declared 

market 

opening 

(%) 


Full 

opening 

date 


Unbundling: TSO 


Unbundling: 

DNO 


Regulator 


Austria 


100 


2001 


Legal 


Accounting 


ex-ante 


Belgium 


53 


2003/7 


Legal 


Legal 


ex-ante 


Denmark 


35 


2003 


Legal 


Legal 


ex-post 


Finland 


100 


1997 


Ownership 


Management 


ex-post 


France 


30 


- 


Management 


Accounting 


ex-ante 


Germany 


100 


1999 


Legal 


Accounting 


nTPA 1 


Greece 


34 


- 


Legal\Management 


Accounting 


ex-ante 


Ireland 


40 


2005 


Legal\Management 


Management 


ex-ante 


Italy 


45 


2004 nhh 2 


Own\Legal 


Legal 


ex-ante 


Lux 


57 


- 


Management 


Accounts 


ex-ante 


Neth 


63 


2003 


Ownership 


Management 


ex-ante 


Portugal 


45 


2003 


Legal 


Accounting 


ex-ante 


Spain 


55 


2003 


Ownership 


Legal 


ex-ante 


Sweden 


100 


1998 


Ownership 


Legal 


ex-post 


UK 


100 


1998 


Ownership 


Legal 


ex-ante 



nTPA = negotiated Third Party Access 2 nhh = non-household customers 
Source: EC, 2002a. 



2.2.7 Market opening 

Legal entry barriers at the generation stage have been completely removed. The 
new directive relies on what is called authorisation, which basically means that 
anyone fulfilling certain technical conditions can enter the market. There are two 
exceptions (art. 7, E-directive (new)). In case the national authorities fear that in- 
sufficient capacity endangers security of supply or in order to fulfil environmental 
goals, they may organise a tender procedure. To have any effect at all, the tender 
will normally involve favoured treatment and/or subsidies, which inevitably intro- 
duces a potential for competitive impediments and should thus be handled with 
caution. 

For various reasons competition in retail is introduced gradually. The directive 
formulates minimum threshold values which must be fulfilled, but member states 
are free to go beyond these. Eligibility for the largest end-users (industry) has been 
implemented with the introduction of the directive. Art. 21 of the new directive 
specifies that by July 1, 2004 all non-household end-users should be eligible and 
from July 1, 2007 all end-users. As mentioned above, eligibility of domestic end- 
users is not uncontroversial. It appears that the European Commission strikes a 
balance. On the one hand, having a provision of full eligibility at all is considered 
to be a political success because it broke through the opposition from especially 
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France, while on the other hand, setting the target date at 2007 gives sufficient 
time to reconsider the issue if desired. 

2.2.2 Network access 

Non-discriminatory network access is crucial for a competitive level playing field. 
In figure 1, the dotted line indicates a vertically integrated firm; a network owner 
may also own a subsidiary at the competitive stage. The other firms at the com- 
petitive stage, which need access to the network, are the competitors of the sub- 
sidiary of the integrated network owner: hence, third party access (TP A). 6 Pro- 
viding TPA to both the transmission network and the distribution networks is an 
explicit provision in both the old and the new the directive (art. 20, E-directive 
(new)). The controversial element is not the TPA provision itself, but how this is 
enforced and in particular how the network access charges are determined. The 
current directive allows for a choice between negotiated TPA (nTPA) and regu- 
lated TPA (rTPA). In the electricity supply industry, Germany is the only member 
state which opted for nTPA. In an explanatory note 7 to a previous proposal for 
amendment of the directive the European Commission clarifies that “competition 
authorities can only act on competition distortions ex-post while regulators have 
an ex-ante function”, and “thus, the regulatory authority must approve the trans- 
mission and distribution tariffs prior to their entry into force”. This refers pre- 
dominantly to Germany, where the cartel office has been authorised to control the 
network access charges relying on the competition law. Application of the compe- 
tition law can only be ex post. 8 

The new directive strikes a balance and makes a step forward compared to the 
directive. Art. 23 of the new directive requires a regulatory authority, which may 
be a chamber of the competition authority, but which should be independent of the 
industry. Hence, industry-based arbitrators are not acceptable. Further, art. 20 (re- 
peated in art. 23(2)) of the new directive requires that “these tariffs, or the 
methodologies underlying their calculations, are approved prior to their entry into 
force”. Thus the methodology must be approved ex ante, but approval of the ac- 
tual tariffs may be ex post. In effect the current rather loose control of nTPA in 
Germany is no longer feasible. 9 The new requirements are similar to current prac- 
tice in Finland and Sweden, which appears to work reasonably well. Much de- 
pends on the relative strength of the authorities. The lesson to be learned is that 
especially in a vertically integrated situation, control on (the level of) the network 
access charges is important for the level playing field in generation and retail. It 
appears that ex ante regulation of the network access charges is feasible and may 
be the best way to achieve the level playing field (see also Brunekreeft 2002a). 



6 

7 

8 
9 



Other names are open access or wheeling. 

EC 13.03.2001, COM(2001) 125 provisional version. 

For a more detailed analysis the interested reader may be referred to Bmnekreeft (2003). 
In fact, the German government announced the establishment of a regulator in March 



2003. 
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2.2.3 Vertical unbundling 

Vertical unbundling is the main step in the new directive. Looking at figure 1 it 
will be immediately clear that the network operator’s position is crucial. If the 
network owner also owns a subsidiary on the competitive stage, it may have a 
strong incentive to discriminate against third parties. In other words, vertical inte- 
gration may be a strong impediment to competition. The best way to approach the 
problem is to remove the incentives: ownership unbundling of monopolistic and 
competitive businesses would achieve this. However, ownership unbundling may 
increase transaction costs, and more importantly, ownership unbundling may im- 
ply expropriation and may not be legally feasible. Given this restriction, the new 
directive does not pursue ownership unbundling, 10 but instead requires legal un- 
bundling, which, as defined in the new directive, equals ringfencing of the mo- 
nopoly businesses with Chinese walls. This is a far stronger requirement than in 
the old directive, where a weak and incomplete form of management unbundling 
was required and which was hardly enforced in practice. 

The unbundling requirements in the new directive are severe and involve legal, 
organisational and management unbundling and accounting separation. Legal un- 
bundling of the transmission system operators is arranged in arts. 10 and 12 (E- 
directive (new)) and of the distribution network operators in arts 15 and 16. Arts. 
10 and 15 state that the transmission system operator and distribution network 
operator respectively “shall be independent at least in terms of its legal forms, or- 
ganisation and decision making”. The articles specify that the management of the 
system operators should not participate directly or indirectly in the day-to-day 
operation of any other business. Furthermore, actions should be taken to secure 
that management does not face a conflict of interest: in other words, the rewards 
of a manager of a transmission system operator/distribution network operator 
should not depend on the profits of other businesses. Additionally, the new direc- 
tive requires the installation of a compliance programme to set out the unbundling 
programme and allow a monitoring of the progress by the authorities. Arts. 12 and 
16 finally prescribe preservation of confidential information. To be able to moni- 
tor and control all this, art. 19 prescribes separate accounting for transmission and 
distribution “with a view to avoiding discrimination, cross-subsidisation and dis- 
tortion of competition”. 11 On the whole, transmission and distribution businesses 
are ringfenced. Experience with Chinese walls in the UK (between distribution 
and retail) suggests that firms may actually sell off the competitive business 
“voluntarily” to avoid the Chinese wall: in other words, Chinese walls may be an 
attempt to “enforce” ownership unbundling. 

A recent development, but not part of the new directive, is the separation of the 
transmission system operator into a system operator and a transmission owner. 
This has been inspired by developments in the USA, where the authorities pursue 
a policy of enlarging the control area of the system operators. The problem is that 



10 As explicitly stated in art. 10 and 15 of the new directive. 

11 Further separate accounting is required between supply to eligible and supply to non- 
eligible customers. 
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the electricity supply industry in the USA is quite strongly characterised by pri- 
vately owned vertically integrated utilities and hence prescribing a merger of 
various networks either implies concentration of the generation market or expro- 
priation of network assets. A way out of the dilemma is to isolate the system 
operator, which controls the dispatch, while leaving the transmission assets 
(transmission owner) to the utility. 12 This is controversial, however, and may well 
set the limits of unbundling. One problem is whether the incentives regarding in- 
vestment and maintenance of the lines are concerted. A second problem is that if 
the system operator decides on network investment, it does not bear the financial 
consequences of the decisions it makes. A third problem is that the system 
operator has no assets and is thus financially very vulnerable, which tends to make 
revenue regulation rather problematic. In consequence, separating the system 
operator from the transmission owner may induce lower-powered regulation and 
hence lower the incentives to be efficient. 

Summarising the main elements of organising the vertical industry structure 
provides the following lessons. Generation and retail can be competitive and mar- 
ket opening should be the rule. Although this is not uncontroversial for retail to 
domestic users, the benefits for consumers of a competitive generation stage are 
indisputable and the authorities are well advised to monitor its competitiveness 
(see next section). The networks are strongly monopolistic and should be regu- 
lated. Non-discriminatory third party access to the networks is crucial for a level 
playing field. In a vertically integrated world, (ex ante) regulation of the network 
access charges and other conditions is highly desirable. The level playing field is 
best served by far-reaching vertical unbundling: preferably ownership separation, 
but if this is not feasible then ringfencing the monopoly businesses seems 
necessary. 

3. The horizontal structure: competitiveness of 
generation 

Competition in the electricity supply industry aims at first instance at generation. 
The generation part makes up for about 30-50% of the total costs and hence effi- 
ciency increases induced by competition are likely to have substantial impacts. 
This section examines the competitiveness of the generation stage and the impact 
on competition policy. 

Market concentration balances positive effects of co-ordination and anti-com- 
petitive effects. In practice, it appears that national electricity generation markets 
tend to be relatively concentrated (oligopoly and a fringe of small firms), but need 
not necessarily be highly concentrated. The HHI 13 in the market in England and 



12 A similar discussion is held in the UK where it is proposed to merge the TSOs of 
England & Wales and Scotland. 

13 Hirschman-Herfindahl-Index, which is the sum of squared market shares. A monopoly 
thus would be 10,000 and a market with many atomistically small firms goes to 0. 
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Wales which is illustrative in many respects now is at or below 1000, which under 
EU merger policy would not qualify for investigation. However, in most European 
countries concentration is (considerably) higher than this. France for instance has 
an HHI of well over 8000 due to the overwhelming dominance of EdF. Cross-bor- 
der trade widens relevant markets, but it should be realised that cross-border 
capacity tends to be small and constrained in many cases (see figure 6). The Euro- 
pean electricity market should currently be seen as a set of islands connected by 
congested bridges. The current state of the European wholesale market is that 
competition authorities are worried about horizontal concentration of generation. 
The resulting policy issues are twofold. First, deconcentrating the markets and 
merger policy. Second, cross-border trade and/or capacity: the European 
Commission is currently drafting a regulation on cross-border trade and conges- 
tion management (EC 2002b). 14 Among other things, the draft regulation aims at 
increasing generation competitiveness by enhancing cross-border trade. 



3.1 Concentration and merger policy 

Wholesale power markets usually consist of a combination of bilateral trading and 
spot markets. Both the contracts and the spot markets may be purely financial or 
physical; here, we focus on markets where physical quantities are traded. The spot 
markets which normally are (half) hourly day-ahead markets are quite volatile and 
vulnerable to capacity scarcity. If total available capacity gets close to demand, 
prices in the spot market can skyrocket. The developments in the Californian 
electricity market in 2000/2001 are highly illustrative. It is controversially debated 
to which extent these price spikes are required to cover fixed costs of peak 
capacity or reflect abuse of market power (see for the discussion Borenstein, 
Bushnell and Wolak 1999; Joskow and Kahn 2002; Harvey and Hogan 2001; 
CAISO 2000). Figure 2 illustrates the apparent relation between spot market 
prices and scarcity (as the ratio of capacity over demand) for California. This rela- 
tion provides two important lessons. First, liberalisation of power markets is easy 
with excess capacity. Second, problems start with (real or artificial) scarcity. 

The intuitive explanation is that competitive pressure falls if firms can expect 
that competitors are likely to be capacity constrained, which is more likely if de- 
mand is large compared to total capacity. 



14 In the latest version adopted by the European Parliament and the Council of June 26, 
2003. The regulation is expected to enter into force soon. 
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Fig. 2. Scarcity and wholesale prices 

The impact of this relation and thereby a useful indicator of potential market 
power is captured by the concept of the pivotal firm , which is defined as follows: a 
firm is pivotal if the aggregate capacity of all other firms is smaller than (peak) 
demand. 15 16 

The pivotal firm could reduce total available capacity to below demand and 
thereby artificially create scarcity and thus exercise market power. It may be noted 
that there may be no pivotal firm or on the other hand several pivotal firms. The 
concept emphasises the short-run possibilities to game the spot market in relation 
to (peak) demand. In the electricity market, where capacities are rigid and demand 
is inelastic in the short run, this possibility is highly realistic. Figure 3 plots the 



15 If expressed as a ratio of total capacity of other firms over demand it is called the 
Residual Supply Index for firm j (RSIj) which is formally defined as follows: 

RSij=^Qi Id, 

/ 

where is the sum of capacities of all firms others than firm j, and D is market de- 

i*j 

mand. If RSIj < 1, then firmj is pivotal. 

16 A refinement would take account of commitment of long-term contracts, because a firm’s 
contracted capacity cannot be bid into a spot market. Firm j’s contracted capacity should 
be added to the total capacity of other firms and thereby the RSI of firm j increases and 
thereby the likeliness of being pivotal decreases. 
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concept of pivotal firms in European countries and clearly suggests that many 
countries are in a situation that gives cause for concern. 
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Fig. 3. Pivotal firms in European member states 

Figure 3 uses the definition of the Residual Supply Index (see footnote 15) and 
plots installed capacity over peak demand. This is in fact the best case scenario. 
Import capacity is treated as if independent, whereas in practice it will normally at 
least partially be controlled by one of the generators. There is a pivotal firm if the 
firm on the top of the column crosses the 100% line (meaning that this firm alone 
could reduce total capacity below demand). The larger the share of this firm below 
the 100% line the bigger the problem. 

What does this imply for competition policy? The federal regulator in the USA 
currently prefers an ex-ante approach including what is called “bid cap and must 
offer”; that is, the firms must offer the capacity they have available and the bids 
the firms make are capped at some predetermined level. 17 Capping the wholesale 
prices cannot be a long-term approach for a market which is supposed to be com- 
petitive and may in fact cause new problems. It appears that it is easier and 
preferable to avoid pivotal firms in the first place: get the structure right. 



17 Probably the level will be set at $l,000/MWh which is high compared to normal prices 
but avoids sky-rocketing prices like the ones experienced in California. 
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The possibilities to deconcentrate the structure on the wholesale markets ex 
post are limited; active divestiture is in most European countries not an option as 
far as firms are privately owned. This difficulty provides another important lesson: 
restructure the industry before it is privatised. As active divestiture is not an 
option, the emphasis on new entry gets stronger. New entry creates competition 
directly and also increases total installed capacity and thereby lowers the likeliness 
of pivotal firms. Competition authorities can ease entry conditions. First, although 
detailed analysis would be required, the authorities should be aware of predatory 
and/or discriminatory behaviour. As argued in the previous section, this depends 
critically on the vertical institutional arrangements (see also Brunekreeft 2002a 
and 2003), but obviously also on the attention the authorities want to pay to these 
issues. Second, although a highly competitive market structure would be 
preferable, given a concentrated market it may actually have some appeal to be 
relaxed on high bidding, as this would attract new entry. Thus the problem (high 
prices due to a lack of competition) is part of the solution (competition from new 
entry). Third, since gas-fuelled CCGT is one of the cheaper entry options, access 
to gas and to the gas network is crucial for new entry. 18 Fourth, new entry is likely 
to be more successful if risks are manageable. The authorities may want to create 
financial markets for risk hedging and secure liquidity of the power markets to re- 
duce price volatility. 

To avoid concentrated markets the competition authorities should follow a re- 
strictive merger policy. Mergers and acquisitions have been numerous in the 
energy sector. Codognet et al. (2002) provide a comprehensive characterisation of 
mergers dealt with by the European Commission since 1998 and discuss observed 
policy patterns. They argue that whereas mergers tend to be cleared with remedies 
(rather than prohibited), the European Commission prefers structural remedies 
over conduct or organisational remedies. A structural remedy means divestiture of 
some assets in order to offset the lessening of competition as a result of the 
merger. However, the authors also observe and criticise that the European 
Commission tends to apply weak remedies. Thus the authors suggest that the ac- 
tual merger policy of the European Commission for the electricity supply industry 
is (too) relaxed. One explanation could follow from the lack of an efficiency trade- 
off in EU merger policy. The efficiency trade-off allows balancing detrimental 
effects of increased market power vis-a-vis increased productive efficiency as a 
result of the merger. 19 The criterion of EU merger policy is whether the merger 
“creates or strengthens a dominant position as a result of which effective competi- 
tion would be significantly impeded” (Art. 2, merger regulation 1989). 20 Since this 
concerns effects on competition only, the Commission is not allowed to make an 
efficiency trade-off, but it can offset detrimental effects on competition by appro- 



18 This argument casts severe doubts on the recent German E.On-Ruhrgas merger. Apart 
from electricity and gas being substitutes to some (limited) extent, the merged company 
attains a strong hold on a crucial electricity input. 

19 The efficiency trade-off as an antitrust defence was forcefully emphasised by Williamson 
(1968). 

20 Council Regulation (EEC) No. 4064/89 of December 21, 1989 (“merger regulation”). 
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priate pro-competitive remedies. It appears that the Commission prefers to apply 
efficiency trade-offs, and applies remedies that replace the efficiency trade-off. 21 

An efficiency trade-off may well be good in general. However, in electricity 
markets in many cases it is far from obvious what the productive efficiencies 
generated by the mergers are, beyond some relatively small scale. In contrast, it 
has been experienced at high costs (in e.g. California) what can happen if pivotal 
firms game the market. For European electricity markets, it seems to be good 
policy to follow a restrictive merger policy, which concentrates on the analysis of 
the post-merger pivotal firm. 



3.2 Market design versus market structure: 
from Pool to Neta in England and Wales 

The 1990 reform in England and Wales split up the former state-owned monopo- 
listic Central Electricity generation Board into four companies: National Grid 
Company (NGC) to operate the transmission network, Nuclear Electric, to which 
the nuclear assets were transferred, and two generators for the fossil-fuel assets, 
National Power and PowerGen. The latter two were subsequently privatised. The 
nature of the dispatch in the electricity pool dictated that only the fossil-fuel plants 
were relevant for price setting and hence with the reform the Government effec- 
tively had created a private duopoly. The duopoly’s power to game the pool has 
been well documented (see e.g. Newbery 1999a). 

The development of concentration in the wholesale market in England and 
Wales is depicted in figure 4. Starting off with a highly concentrated market in 
1990, the market is by now fairly unconcentrated, with an HHI of slightly below 
1000. Concentration was reduced by two main developments. First, new entry. 
Entry took place with highly efficient and at going market prices profitable 
CCGT, resulting in what is called the “dash for gas”. For some time (see further 
below) pool prices remained rather high making entry attractive. Moreover, the 
compulsory electricity pool (plus the availability of so-called long-term Contracts 
for Differences, which are financial hedges) was said to be favourable for entry. 
The second development is the strict policy of the authorities to reduce 
concentration. After threatening to refer suspected abuse of market power to the 
Competition Commission, the regulator and the duopoly reached an agreement to 
divest a significant part of the assets. This divestiture took place around 1994. A 
second round of divestiture was agreed upon with National Power and PowerGen 
in return for the permission to integrate forward into the retail business. The 
resulting sale was finalised beginning 2000. 



21 Although details are unclear, according a recent draft notice, the efficiency trade-off may 
become part off the merger policy (EC 2002, Draft Commission notice on the appraisal 
of horizontal mergers under the Council Regulation on the control of concentration 
between undertakings, O.J. C 331/18, 31.12.2002). 
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Fig. 4. Capacity-based markets shares in England and Wales 

What happened? The wholesale prices went down significantly (see below). 
The lesson is that it is likely that a lower concentration increases competitiveness 
and reduces prices. 

Nevertheless, despite successes in increasing the competitive potential, for a 
long time this did not, or not noticeably, translate into lower wholesale prices. The 
main picture was that the pool prices remained at persistently high levels, leading 
to a highly illustrative policy development. 22 In 1998 the UK had modified its 
Competition Act in conformity with European competition law; chapter II of the 
Act deals with abuse of a dominant position. The electricity regulator responded to 
this change with a proposal to introduce what was called Market Abuse Licence 
Condition. 23 The regulator pointed out that pool prices appeared to be vulnerable 
to gaming the pool rules, even by relatively small firms. Hence, the regulator ex- 
pressed concern that a firm with gaming power would not be captured by the stan- 
dard definitions of dominance in the Competition Act and hence the regulator 
would not have the power to intervene. The proposal to introduce the licence con- 
dition would essentially have qualified certain types of behaviour as abusive for 
any (licensed) firm irrespective of the dominance test. Two firms did not comply 
after which the case was referred to the Competition Commission (2000), which 
for various reasons decided against the licence condition. The Commission 
pointed out that soon afterwards the pool would be replaced by the new electricity 




22 The interested reader may be referred to Brunekreeft (2002b: Chap. 7) and the literature 
quoted therein for more details. 

23 Much of the details of regulation in the UK energy markets are arranged in licences, 
which is a binding contract between regulator and firm. 
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trading arrangements (neta), which were expected to bring down prices and hence 
the licence change would be superfluous. 

One of the key points of the electricity pool of England and Wales was man- 
datory participation in a uniform auction: all power had to be bid into the pool, 
resulting in one and the same system marginal price (at any moment) and all 
power was paid by this price. The system marginal price basically was the bid of 
the marginal unit. In contrast, participation in the markets under neta is voluntary. 
The main trading mechanism now is bilateral contracting, plus short run trading of 
residuals and a set of financial instruments to reduce risks. The physical markets 
are pay-as-bid (or, discriminatory). Neta was planned to “go live” in October 
2000, which was postponed to March 2001. What happened? Since the end of 
2000 the wholesale prices went down significantly. Thus by the end of 2000, 
concentration of the wholesale market decreased substantially, neta was about to 
be introduced and prices fell. Consider figure 5, which plots the Lerner index 
(defined as price minus marginal costs divided by price) around the critical year 
2000 . 
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Source: Evans and Green 2003:9 



Fig. 5. Neta or divestiture? 
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PSP and SMP are two different types of pool prices; roughly speaking the 
difference between them is the capacity payment plus a transmission uplift. 24 The 
figure suggests a significant fall in prices as from mid 2000. It is yet to be cleared 
conclusively whether prices fell as a result of improved market structure or market 
design. Evans and Green (2003) bring an illustrative, yet inconclusive analysis. 
The analysis suggests that the neta effect is negligible, whereas the concentration 
indices are significant, if the analysis is restricted to the introduction of neta in 
March 2001. If, however, the analysis includes the second half of 2000, the con- 
centration indices are insignificant, whereas the system change to neta explains the 
fall in prices. 25 

All in all, it is highly unlikely that the concentration would not have had an 
effect on competitiveness. At the same time, the analysis suggests that a pool can 
be vulnerable to gaming and hence market design matters. 



3.3 Cross-border trade and congestion management 

Figure 6 provides an overview of congestion on the cross-border interconnectors 
of Europe in 2001/2. The high-voltage transmission networks were built along 
jurisdictions, quite often national borders, rather than following economic laws. 
To allow some security exchange and decrease of reserve capacity, the networks 
have been interconnected but to rather limited extent. With market opening trade 
opportunities quickly exhausted the capacity of many of these interconnectors. 
The areas with lines in figure 6 are always or frequently congested in the direction 
of the arrows; the grey areas indicate occasionally congested interconnectors. It 
suggests that for instance both Italy and the Iberian peninsula are “islands”. France 
exports nuclear power up to the interconnector limits. And trade within the Nordic 
countries and trade between the Nordic countries and northern Germany congests 
the interconnectors. The question is how should the scarce interconnector capacity 
be allocated to different users? 

Part of the reform process of the EU electricity directive is a draft regulation on 
cross-border exchanges (EC 2002b; see footnote 14). The draft regulation 
concerns several cross-border issues, among them allocation of the scarce 
interconnector capacity: this is called congestion management. Art. 6 of the draft 
regulation is explicit. There are several methods to allocate scarce capacity, which 
can basically be classified into market-based and non-market-based methods. 
Non-market based methods are retention, pro rata and first-come-first- served. 



24 For the neta period, for which by definition the pool prices no longer exist, UKPX has 
been used. The UKPX is the leading power exchange in the UK. 

25 It may be recalled that the prices started to fall in September 2000, while neta came into 
effect in March 2001. An explanation of the price fall in anticipation of neta can be 
offered by the chainstore paradox. If the firms were (tacitly) colluding under the pool 
(Sweeting 2001), and if neta would indeed have ended the collusion, then the chainstore 
paradox explains that, depending on discount factors, the prices start to fall before the 
event takes place. 
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Retention basically is grandfathering and for holders of long term contracts. Pro 
rata is an allocation according to contracted demand of customers. First-come- 
first-served is obvious. Given prices for access, capacity is allocated until 
exhausted. The drawbacks of these methods are straightforward. First, since they 
do not per se take account of willingness to pay the allocation is quite likely to be 
inefficient; the allocation methods do not guarantee that the users the with highest 
value have access rights. Second, and perhaps more important is the impediment 
to new competition. All three are biased against newcomers, because incumbents 
tend to have the grandfathering rights per definition, they tend to have a larger 
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customer base and can profitably hoard the access rights. Presumably the methods 
are administratively easy and have low transaction costs and may thus be the 
preferred method in cases where congestion is low and the exception rather than 
the rule. 

For the more severe cases there is a tendency to apply market based methods. 
Moreover, the European Commission expresses unambiguous preference for mar- 
ket based methods. Basically, there are two such methods: market splitting and 
auctions. Market splitting is the endogenous creation of different locational spot 
prices as a result of constraints: the difference between these two prices then is the 
transmission charge, which is implicitly paid for by the users. An auction allocates 
exogeneously defined capacity. In the Nordpool area in the Nordic countries mar- 
ket splitting is used while auctions are used at the heavily congested Netherland- 
Germany, UK-Ireland, UK-France and Germany-Denmark interconnectors. It may 
suffice to note that these methods are market based because willingness-to-pay is 
the predominant method of capacity allocation. Consequently, the result is likely 
to improve efficiency and various players have equal chances to get a share in the 
capacity. Market splitting is preferred over the auctions approach, because it is 
likely to be more efficient, but faces some difficulties. First, spot prices, which are 
the key to the method, may be vulnerable to gaming in situation where the pivotal 
firm is very strong (for instance France or Belgium). Second, it requires far- 
reaching co-ordination, if not full integration, of different spot markets. 

A relatively new idea is called capacity slicing, which strikes a balance between 
economically desired market based methods and politically feasible non market 
based methods (ETSO 2001). Capacity slicing allocates the available capacity 
according to different allocation methods. Thus part of the capacity would follow 
grandfathering (and hence take account of long term contracts) while another part 
might be auctioned off. This seems a sensible approach to overcome incumbents’ 
opposition. 

Art. 6(6) of the draft regulation addresses the question what to do with the auc- 
tion revenues beyond a reasonable rate of return and thus implicitly prescribes 
regulation of the interconnector revenues. Three options are available: (1) 
guaranteeing the actual availability of the allocated capacity, (2) network invest- 
ments, maintaining or increasing interconnection capacities, and (3) reduction of 
network charges. If the revenues of the network are capped overall, then these 
provisions seem to provide incentives to remove the constraint up to a reasonable 
point. The resulting larger interconnector capacity further enhances the competi- 
tiveness of the generation markets, which raises the interesting question if and 
how the effect on competitiveness should be included in the benefits of new inter- 
connection. 

Interestingly, art. 7 of the draft regulation 26 is devoted to exemptions from the 
regulation of interconnection revenues as in art. 6(6). Collectively, these 
exemptions pave the way to a novel development worth mentioning. Art. 7 in 
effect creates the possibility of market based transmission investment; in other 
words, under a set of rather restrictive conditions parties other than the designated 



26 In the draft of June 2002 these provisions were arts. 6(7) to 6(9). 
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transmission system operator may be allowed to invest in transmission lines and 
get an exemption from regulation. There already is first preliminary experience 
with this in Australia and the USA. It is worth noting that if this development were 
to push through, which admittedly is uncertain, the monopoly position of the 
transmission network would be challenged to some extent. 

Summing up this section provides the following conclusions for competition 
policy. Wholesale markets for electric power tend to be concentrated and it seems 
justified to pursue a restrictive merger policy to retain competitiveness of the mar- 
ket. Moreover, market design matters for competition and entry conditions. The 
relevant wholesale markets are restricted by the constraints in (cross-border) inter- 
connector capacity. The allocation of scarce interconnector capacity should pro- 
vide equal access to all users, reveal willingness to pay and set proper signals for 
generator and transmission investment. Market based allocation methods are 
superior in this respect. New interconnector capacity deserves attention since it 
increases competitiveness in wholesale markets. 



4. Services of general economic interest and derogation 

4.1 Services of general economic interest 

As explained elsewhere in this volume, socio-political reasons may dictate the 
provision of Services of General Economic Interest (SGEI), for which the 
following may serve as a definition: a service of general economic interest is a 
service with specified quality and / or price, which is deemed to be socially 
desirable, but which would not be offered in an unconstrained profit-driven market 
environment. Art. 3 of the new E-directive allows for provisions for services of 
general economic interest, for instance, environmental protection, security of 
supply and protection of vulnerable customers. Below some examples from the 
energy sector and the impact on competition will be discussed. 

4.1.1 Environment 

An important European programme is the promotion of renewable energy sources 
(for instance, wind, solar, biomass, hydro) serving two goals. First, to achieve the 
reduction in especially CO 2 required by the Kyoto protocol, and second, to de- 
crease reliance on non-European primary energy sources, like oil and gas. 
Programmes to reduce C0 2 emissions by the introduction of tradable emission 
rights are complemented by programmes to support the exploitation of 
renewables, which normally are not competitive without support. The support of 
the development of renewables basically relies on a technology argument. Re- 
search & development and innovation are considered to be at an inefficiently low 
level without support. For instance, support would increases the active share of 
renewables, and thereby strengthen the effect of learning by doing. Since support 
of renewables is in fact widespread, the question arises whether these programmes 
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are compatible with a liberalised competitive environment. Wind energy in 
Germany provides a good case study. 

Basically, the German system relies on a take-off obligation and a fixed feed-in 
tariff. The take-off obligation is the responsibility of the utility to whose network 
the renewable source is connected. This utility then pays the renewable supplier 
the tariff per kWh. The tariffs differ per source. Obviously, these tariffs are higher 
than the production costs of conventional sources and hence the network operator 
faces additional costs. Over and above some threshold, the lower order network 
operator can pass on the costs to the higher order network operator to which it is 
connected. 

The low risk combination of take-off obligation and fixed feed-in tariff turned 
out to be a success for especially wind energy, making the share of wind energy 
significant. The problem is that wind energy is mainly lucrative in the coastal area 
in the north of Germany. As a result the northern network operator 
PreussenElektra (which is now E.On) faced substantial cost, in contrast to their 
competitors RWE and EnBW. Faced with this asymmetry, PreussenElektra 
challenged the then existing Power Feed-In Act, with the result that the act was 
replaced by the Renewable Energies Act in 2000. The main change to repair the 
flaw described above was that the high-voltage network operators were obliged to 
negotiate compensation payments among each other in order to spread the costs 
over the entire country. The question here does not so much concern the promo- 
tion of renewables but more the question how this is funded and hence the 
question whether the level playing field is violated. 

The act is unclear and seems to suggest that the network operator and trading 
are vertically integrated. It seems, however, that the system is flawed if in fact the 
network operator and the production/trading department are vertically separated 
(in ownership). If the take-off obligation is the responsibility of the trader in the 
network several problems arise. First, who is responsible if there are several 
traders rather than one? Second and more importantly, producers/traders face 
competition and cannot pass through the additional costs and would thus be at a 
competitive disadvantage. If, on the other hand, the network operator is 
responsible, it can pass through the costs to the network charges as a transmission 
surcharge, because the network is a monopoly there is no competitive 
disadvantage. The only concern would be distributional, because the end-users in 
the north would pay for the renewables in the form of higher network connection 
charges, while end-users in the south would not. However, what is the network 
operator going to do with the power if it does not own a trading subsidiary? 
Effectively, the network operator is forced to be a single buyer for the renewables, 
which sits not entirely at ease with a system of bilateral contracting. Note how the 
system of fixed charges and take-off obligation would substitute competitive 
pressure in the market; in the extreme there would be no price competition left. 

In the case of PreussenElektra, the network operator and the production/trading 
department were integrated entities. Given wind energy is in the north, in 
particular PreussenElektra was responsible for the additional costs, whereas its 
main competitors RWE and EnBW did not have to bear these additional costs. 
Recall that in the pre-2000 system there were no compensation payments. Was 
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this anticompetitive? It is not entirely clear. If PreussenElektra was able to pass 
through the entire additional costs to the network access charges, the answer is no. 
Only the production/trading business faces competition and this would be 
unaffected provided that additional costs are well defined. If, however, the addi- 
tional costs could not be passed though entirely to the network access charges, the 
production part would bear part of the burden and hence would be put at a com- 
petitive disadvantage. Depending on demand elasticities, it is in fact fairly un- 
likely that the costs can be passed through completely, especially with unregulated 
network access charges. On balance, it is likely that the pre-2000 system did vio- 
late the level playing field. 

Concluding, if the costs involved in supporting the renewables can be passed 
through as a transmission surcharge, competition need not be affected. If, on the 
other hand, part of the costs fall onto competitive businesses competition will be 
distorted. The design of any system will have to take careful consideration of who 
is responsible and who pays and secure that funding of programmes of promoting 
renewables does not violate the level playing field. 

4.1.2 Security of supply 

Experience with spot markets has shown that extreme price spikes are possible in 
case capacity becomes very short. California is probably the most severe example 
but similar phenomena occurred in other parts of the world as well. These 
developments triggered concern that the liberalised electricity markets may not set 
sufficient incentives to invest in generation capacity. As a result various measures 
concerning security of supply are entering the market rules. The arguments are 
controversial and basically rely on market imperfections. One argument is that 
system reliability has a public good aspect. In case of capacity shortage, selective 
curtailment is hardly possible and hence various users will free ride on each other. 
Furthermore, in the short run end-users are said to be unresponsive to prices and 
thus price spikes even if passed through to end users would not reduce demand. 
Hence to avoid system black-outs the capacity requirement is binding. These ar- 
guments seem to hold only for small customers. 

Another argument states that in a competitive spot market, prices cannot be 
higher than marginal costs and hence the last unit in the merit order (reserve or 
peak unit) cannot recover fixed costs and investment will not take place (Stoft 
2000). This argument is questionable. If capacity gets short one would expect even 
in a competitive situation that the price will be above short run marginal costs re- 
flecting scarcity. In electricity markets this may imply that for a couple of hours 
per year wholesale prices may be very high indeed. The argument then becomes 
that the authorities are not willing to allow high prices (implicitly or explicitly). 
For example, the US regulator, FERC, intends to set caps on the bidding probably 
at $1000/MWh. In this case, peak capacity may not be able to recover fixed costs 
because the price spikes are not allowed and hence the incentives for 
underinvestment are induced by “political” constraints and self-enforcing. In the 
words of Chandley and Hogan (2002: 8): “.. [FERC’s] proposals for resource 
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adequacy requirement tackle a problem that may not exist.” It seems that the 
authorities rely on safety first. 

Given that the authorities perceive a problem at all, there are a number of 
approaches available (see e.g. Vazquez et al. 2002). First, centralised 
administrative solutions. It seems that this is the approach currently promoted in 
the documents of the European Commission. For instance the transmission system 
operator may be held responsible for securing sufficient capacity. The 
transmission system operator might organise (and finance) tenders for additional 
capacity or the transmission system operator may contract for (reserve) capacity 
itself. The approach is not very elegant but easy to manage. Second, a system of 
capacity payments may be implemented. If the problem is that energy prices alone 
cannot recover the fixed costs of a peaking plant, then creating an additional 
element in the form of a capacity payment may be a way out. A problem with this 
approach is that the capacity payment relies on the probability of an outage and 
the costs of the outage (value of lost load); especially the latter is controversial. 
The third option shifts capacity reliability to the retailers. Basically, the retailers 
are obliged to have forward capacity contracts for estimated future load plus a 
predetermined reserve margin. The capacity contracts can then be traded on 
capacity markets. 27 This is the approach now pursued in the USA. 

The new E-directive addresses the problem under security of supply in arts. 
3(2), 4 and especially 7. For the new generation capacity, the new directive basi- 
cally relies on authorisation which means any third party can enter the market 
without approval. However, in the interest of security of supply the member states 
may organise tender procedure for new generation capacity. Presumably, this may 
mean in practice that the transmission system operator will be responsible for se- 
curing sufficient capacity, making proposals to be tendered, pay a subsidy and fi- 
nance the subsidy with some special levy. In other words, if nothing else, then the 
new directive allows an administrative approach. It is left to individual member 
states whether to implement at all and whether to implement other approaches. 
The 2 nd benchmark report (EC 2002a, table 12) indicates that three member states 
“leave it to the market”, four rely on obligations for either the transmission system 
operator or suppliers, and four apply capacity payments (the situation in the re- 
maining member states is “unknown”). 

An interesting issue may emerge. Especially with more cross-border 
interconnector capacity, system reliability is vulnerable to cross-border free riding. 
If country A is very concerned about security of supply and levies a capacity tax 
through network connection to secure 20% reserve, while country B does not, then 
in times of an emergency country B will simply import reliability from country A, 
whereas country A imports the price spikes of country B. In other words, if the 
problem is serious it may be necessary to harmonise rules, or give countries reci- 
procity allowances (i.e. cut the lines if necessary). 

Security of supply is tomorrow’s issue. This brief overview of the problem 
merely gives an impression of the complexities involved. The lesson is clear, 



27 The reader may note that the basics are similar to tradable emission rights. 
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however. Capacity requirements will severely affect market design and operation 
and should thus be implemented with utmost care, if at all. 

4. 1.3 Restrictions on end-user tariffs 

Article 3(5) of the new E-directive states that “Member States shall take 
appropriate measures to protect final customers, and shall in particular ensure that 
there are adequate safeguards to protect vulnerable customers ...” The background 
usually is that pre-liberalisation, social aims were pursued with the tariff structure. 
In many monopolised, regulated network industries industrial customers cross- 
subsidised domestic customers and large customers cross-subsidised small 
customers. Furthermore, other kinds of targeted subsidies for especially the so- 
cially vulnerable could be found widely. Partly these tariff structures pursued so- 
cial goals, possibly prescribed by the government, and partly the lack of competi- 
tive pressure simply reduced the need to look for more efficient tariff structures. 
The problem emerging with liberalising the market is that these cross-subsidised 
tariff structures may not survive the competitive pressure and will have to be ad- 
justed at the expense of those consumers who were cross-subsidised: usually, 
small domestic customers and the socially vulnerable. Article 3(5) of the new di- 
rective allows Member States to take transitional measures if the adverse effects 
are considered to be too strong. Whereas these problems are or at least should be 
manageable in Western European countries, they play a predominant role in the 
reform of the accession countries. This subsection will illustrate this point with the 
case of Hungary. 

The formerly centrally planned economies of today’s accession countries 
suffered from severely inefficient industry and end-user tariff structures. Basi- 
cally, the tariff structures pursued social aims, while the soft budget constraint 
allowed the firms to get away with highly inefficient tariff structures, which 
possibly did not even recover costs (Kornai 1992). The problem is well illustrated 
in figure 7, which compares the domestic end-user energy prices in Hungary and 
the UK. It illustrates the Hungarian problem clearly; since the price of electricity 
for domestic end-users has been very low, a move towards cost reflectiveness 
implies increasing domestic end-user prices rather than decreasing them. The 
move can be seen from 1994 onward. Efficient as this may be, it nevertheless 
implies public and political opposition as an obstacle to liberalisation. The 
problem was worsened by the structure of the domestic electricity charges. These 
charges relied on a three-block system, which ranked charges according to the size 
of the consumer in three different blocks. The average price (price per kWh) 
increased with the size of the consumer, suggesting that small consumers were 
cross-subsidised. 
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Fig. 7. Domestic end-user prices for energy in Hungary and the UK 

Hungary started to reform the electricity supply industry with an electricity act 
of 1994. Regulation was introduced in 1997 with a price-cap mechanism on 
captive customers’ retail charges. Around July 1999, Hungary started a 
programme to gradually rebalance the domestic end-user tariffs. The programme 
aimed first to increase the domestic prices as compared to commercial and 
industrial prices and second to take a step towards a uniform tariff within the 
group of domestic end-users. The consequence of the first step of this programme 
for the domestic end-users was that prices in the lowest band (small consumers) 
increased by 24.4%, the middle band by 16.6% and the highest band by 6.8% 
(Newbery 1999b, p 203). 

The consequences can be severe. As Newbery (1999b, p 202) puts it: “The key 
reforms required are to rebalance the rate structures [..], then to introduce 
competition to reduce costs further”. Retail market opening was restricted to less 
than 15%, with an option to reduce it if this was not a success. 

The problem is illustrative. Given the pre-liberalisation status quo, the reforms 
may make a (large) group of users worse off. Although the overall programme 
may be welfare improving the reform may not be Pareto improving (in that every- 
one is better off), possibly resulting in a political obstacle to reform. Political bar- 
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gaining would be required to compensate the losers to overcome the opposition 
and make the reform politically feasible. The problem then reduces to the best way 
to achieve the compensation, such that efficiency losses are kept to a minimum. 



4.2 Derogations 

Stranded costs are costs resulting from obligations made in the past, which can no 
longer be honoured as a result of liberalisation. Usually one would restrict appli- 
cation to past obligations induced by government policy, to avoid that manage- 
ment “mistakes” qualify as stranded costs. 28 The long-term economic impact of 
changing the institutional framework without taking proper account of so-defined 
stranded costs may be lower investment activity. By ignoring stranded investment 
the consumer may end up with a bigger share of a smaller cake. However, if 
pushed too far, competition may be impeded beyond reason and the consumer 
may end up with a small share of a small cake. The incentives of incumbent par- 
ties are obvious and legislators may be captured too easily if stranded investment 
arguments are not used with restriction. The market-compatible way to handle 
stranded investment is to make an estimate of the costs involved and compensate 
the damaged firms funded by a levy on the monopoly part in the sector. In elec- 
tricity, this would be the transmission surcharge. The stranded investment would 
be reimbursed, the consumer would pay, but it would not distort competition. 

However, this approach may not always be feasible. A different approach is to 
restrict competition. If member states are faced with stranded costs associated with 
liberalisation and they feel it to be necessary to make an compensating arrange- 
ment, then this requires approval of the European Commission. If the arrangement 
is deemed to be a derogation of the important clauses in the directive, the member 
states will have to apply for a transitional regime, with art. 24 in the E-directive 
(old). 29 If an obligation or commitment which started before the directive entered 
into force cannot reasonably be fulfilled as result of the directive, then a transi- 
tional regime may be implemented possibly in conflict with the rules on competi- 
tion. Below the problem of stranded costs in the electricity sector in the Nether- 
lands, the lignite clause in the German electricity sector and the take-or-pay con- 
tracts in the gas sector will be examined. 

4.2 . 1 Stranded costs in the Netherlands: the bakstenen 

The Netherlands sought approval for an arrangement regarding four types of 
stranded costs. 30 First, district heating projects. District heating is a government 
promoted project dating back to 1979, while in 1990 the power producers took 



28 Obviously this also concerns investment made in general economic interest which how- 
ever would not survive a competition test. 

29 The option is removed form the new directive as in the Council’s common position of 
February 3, 2003. 

30 See e.g. the Commission decision of July 8, 1999; O.J. L 319/94, 11.12.1999. 
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over the price guarantee that consumers would not pay more than for gas heating. 
Among other things, low gas prices rendered district heating unprofitable. The 
power producers are meanwhile in competition with other producers which do not 
have these obligations. The amount of stranded costs has been estimated at some- 
what less than € 1 billion, which should be recovered by a surcharge on the trans- 
mission charges. Second, Demkolec, which is a demonstrational, but operational 
coal gasification plant. The plant was built on government order. The stranded 
costs have been estimated at approx. € 200 million, which as above should be re- 
covered through a levy on the transmission charges. Third, four long-term inter- 
national commitments: import contracts with EdF and PreussenElektra, construc- 
tion and a take-off obligation of NorNed, which is a high voltage transmission line 
to Norway and a gas take-or-pay contract with Statoil. The total stranded cost is 
not public, while the costs should again be recovered through a transmission sur- 
charge. Fourth, the so-called protocol, which is a long-term contract between the 
producers and the distributors/retailers which basically stated that the distributors 
would buy all the power produced by the four incumbent producers, at that time 
having an aggregate market share of up to 80%. Needless to say that the protocol 
severely impedes competition. However, a significant part of the capacity of the 
incumbents was thought to be uncompetitive and hence stranded. 31 Rather than 
undertaking the hazardous task of estimating the amount of stranded costs and re- 
fund through a transmission surcharge the protocol essentially allowed a kind of 
exclusionary contract. It should be noted that the protocol entered into force in 
1997 (before the directive) and ran out in 2000. 

The illustrative parts are the European Commission’s assessment and the 
follow up decisions of the Dutch government. The European Commission 
assessed the first three types as not qualifying for art. 24, 32 because there were no 
obvious derogations. In other words, the levy on the transmission charges does not 
violate the rules in the directive and thus is not deemed an impediment to compe- 
tition. The protocol, on the other hand, was not approved and deemed pursuant to 
art. 24. 33 Thus the arrangement to compensate for stranded investment as in the 
protocol did violate the competition rules in the directive and thus the protocol did 
require approval as a transitional regime. Despite the approvals of the European 
Commission, the Dutch government changed their position in two ways. First, the 
transmission surcharge to recover the stranded costs was dropped and direct pay- 
ment was used instead. This is a bit puzzling and implied that the programme now 
qualified as state aid and required exemption. Second, only those cases were com- 
pensated which resulted from previous government policy: district heating and 



31 In fact, excess capacity on the side of these four centralised producers was one of the 
main reasons for a system change (Brunekreeft 1997). 

32 Actually, the allowance for international commitments did not qualify because the appli- 
cation was too late. 

33 Ultimately, the protocol was approved by the Dutch competition authority on legal argu- 
ments and was never challenged by European Commission and ran out in 2000. 
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Demkolec, and not the long-term commitments. 34 This is intuitive and seems to be 
a necessary part of a definition of stranded costs. 

4 . 2.2 The lignite clause for VEAG in Germany 

Art. 24(1) of the old E-directive found an application in the lignite clause in the 
German Energy Act of 1998. Much of the primary energy supply (ca. 70% around 
1990) in the former East-Germany depends on lignite. With the German re- 
unification in 1990, it was decided to continue this policy, rather than to switch to 
alternatives. The former Western utilities committed to a substantial investment 
programme to modernise the lignite assets. The Energy Act of 1998 consequently 
created the problem that competitive prices might not recover the (high) invest- 
ments. To repair this defect the lignite clause (art. 4, §3 of the Energy Act) states 
that legal assessment of refusal to provide third party access (TP A) in the former 
east should take due account of the necessity of a sufficiently large power produc- 
tion with lignite. In other words, the network operators in the former east (in par- 
ticular, vertically integrated VEAG, now part of Vattenfall Europe) could refuse 
TPA, if TPA would result in a severe decline of lignite production. Theobald and 
Zenke (2000: 533) argue that refusal based on the lignite clause should only be 
justifiable if the following four conditions are met: 

• first, the request for TPA would reduce the use of lignite, 

• second, the reduction cannot be offset through other channels, 

• third, the reduction is so severe that a sufficiently large production of lignite is 
endangered and, 

• fourth, the network operator can prove that it does not handle third parties 
differently from its own subsidiaries. 

In other words, given that a lignite clause exists at all, the interpretation of courts 
should at least not be anti-competitive. The clause was removed at the start of 
2002, because Vattenfall Europe took over the lignite take-off obligation (50 
TWh/annually until 2011) as part of the deal in taking over VEAG and the lignite 
mines. Industry observers suggest that the value of the mines to be taken over was 
estimated at € 500 million, whereas the sale was concluded for € 400 million. As a 
result, the state being owner of the mines implicitly paid Vattenfall € 100 million 
to drop further claims. 35 

The lesson learned is straightforward. Impeding competition to allow recovery 
for stranded investment is a very blunt instrument which cannot be fine-tuned to 



34 In fact, these were bought off in a deal to nationalise the transmission network owner 
(TenneT), which suggests an implicit direct compensation. An explicit compensation has 
the advantage that it is relatively transparent and can be checked and challenged. An im- 
plicit “behind-closed-screens” compensation can, through lack of control, result in any- 
thing. 

35 Note first that the taxpayer bears the burden and not the electricity consumer. Note 
moreover that the lignite take-off obligation still exists; this is a policy to save the re- 
maining miners’ jobs. 
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match the stranded costs; a levy can. If possible, stranded investment should be 
identified and quantified explicitly and compensated through a levy on a 
monopoly part such that competition is least distorted. However, in some cases it 
seems a very difficult task to estimate the stranded costs, being vulnerable to legal 
disputes, or there may be other aims at stake, for instance saving jobs. In these 
cases the opportunity costs of handling stranded costs can become high. 

4 . 2.3 Take-or-pay contracts in gas markets 

In gas markets take-or-pay-contracts have been a very popular instrument to en- 
sure security of supply and investment. They are defined as follows: “Take-or-pay 
contracts are a particular kind of long term contract common in the gas industry 
world- wide. The principal particularity is that buyers who do not ‘take’ scheduled 
quantities are obliged to pay for them anyway and, under most take-or-pay con- 
tracts, buyers have prescribed rights to the untaken gas that has been paid for (pre- 
paid gas)” (MED 2001: 117). 

Take-or-pay contracts are in the first place risk sharing instruments. First, the 
risk of large investments can be spread if the risk is transferred to several parties 
by take-or-pay contracts. Second, the producer of gas normally incurs sunk in- 
vestment and will, given a small number of buyers, be vulnerable to opportunistic 
behaviour by the buyers (Alchian et al. 1978; Masten and Crocker 1985). The 
take-or-pay contracts effectively commit the buyers to refrain from threatening to 
reduce the purchase of gas. Take-or-pay contracts can thus be viewed as 
improving investment incentives. 

The problem is the following. The take-or-pay contract is like a sunk invest- 
ment for the buyers, which in the gas sector are the shippers and suppliers. With 
market opening these buyers face competition by new parties, and hence fear that 
the contracts will be unprofitable. In a closed monopoly situation the risk of an 
unfavourable contract can be passed through to the end-users; in a competitive en- 
vironment this is no longer so. If entrants succeed in avoiding take-or-pay con- 
tracts and have normal long term contracts instead or buy gas at a spot market if 
the price is low, they will gain a competitive advantage. 

The significance of the problem induced the European Commission to include a 
temporary derogation clause for the take-or-pay contracts in the gas directive. 36 In 
fact, a negotiation impasse on a gas directive relied among other things on the 
take-or-pay contracts. Art. 25 of the gas directive (Art. 27 of the proposal for 
amendment of Nov. 27, 2002) allows a refusal of third party access if take-or-pay 



36 The gas directive: 98/30/EC of the European Parliament and of the Council of 22 June 
1998 concerning common rules for the internal market in natural gas. Official Journal L 
204, 21/07/1998 pp 0001 - 0012. The gas proposal: Amended proposal for a Directive of 
the European Parliament and of the Council amending Directives 96/92/EC and 
98/30/EC concerning rules for the internal markets in electricity and natural gas (pre- 
sented by the Commission pursuant to Article 250 (2) of the EC-Treaty)/* 
COM/2002/0304 final - COD 2001/0077 */. Official Journal C 227 E, 24/09/2002 pp 
0393-0439. 





1 92 Gert Brunekreeft / Katj a Keller 



commitments cause “serious economic and financial difficulties”. The proposal 
lists a number of criteria according to which the granting of the derogation should 
be tested. The test ultimately is a trade-off between the seriousness of the problem 
and the impediment to the competitiveness of the market. Notably the proposal 
specifies that the problem is not serious if the sales of gas do not fall below the 
minimum offtake specified in the contract or if it should reasonably be possible to 
find alternative outlets. If the latter criterion is serious the problem might be self- 
enforcing. If spot markets for gas are well developed, then there will always be a 
reasonable alternative outlet. However, if larger parts of the market are blocked by 
the take-or-pay clause, the spot market may not be able to develop. Thus at least 
partly, the solution seems to be part of the problem. The only remaining difficulty 
then is the gas price on the spot market; if this is not very low, it is quite unlikely 
that firms would get into “serious financial difficulties”. 



5. Concluding remarks 

This contribution has tried to draw attention to key elements for a competitive and 
efficient electricity supply industry. Experience has convincingly shown that re- 
form, as a combination of competition, privatisation and regulation of the mo- 
nopolistic bottlenecks can work well to the benefit of the consumer. However, 
market design and industry structure play a pivotal role in achieving this. The 
contribution focused on the vertical structure, the horizontal structure and the po- 
tential impediments to competition resulting from services of general economic 
interest and derogations. 

An electricity industry consists of the four successive production stages 
generation, high-voltage transmission, low-voltage distribution and retail. Trans- 
mission and distribution are monopolistic networks. It is important to realise that 
these are monopolies de facto; thus even if market entry were allowed it is highly 
unlikely that it would be seriously discipline the monopoly. Consequently, the 
network operators are the targets of regulation policy. Generation and retail are 
potentially competitive and are the prime targets of market opening. For competi- 
tion in generation and retail to take off non-discriminatory access to the monopo- 
listic networks is essential. To promote competition in generation and retail, two 
policy lessons have become clear. First, ownership separation of the monopolistic 
networks has the main advantage that it removes the incentives to discriminate 
against third parties in the competitive businesses. If this is not feasible it should 
be recommended to push legal separation as far as possible: in effect firewalls or 
Chinese walls between monopolistic and competitive businesses should then se- 
cure that discrimination against third parties is not possible. Second, especially 
where ownership separation is not an option, ex-ante regulation of the network 
access charges seems highly desirable. The regulation of the network access 
charges will reduce the margin squeeze on the competitive stages and thereby im- 
prove the opportunities for competitors and hence promote competition. 




Competition in European Electricity Supply: Issues and Obstacles 193 



Concentration in generation is uncomfortably high in several European mar- 
kets. This is the focus of the horizontal market structure. There is no European 
market for electric power yet, due to cross-border interconnector constraints; these 
can be resolved with new investment but this takes time. However, expansion of 
interconnector capacity is an issue which deserves close attention. Currently most 
member states will have to secure modest concentration rates within the area. A 
lesson learned is that power pools and spot prices are vulnerable to gaming by 
generators. In fact, in some areas spot markets still cannot be operated because of 
the overwhelming dominance of one player. Especially in times of high demand 
(which is the same as scarcity of capacity), generators quickly realise that they 
may be pivotal. Given short run inelastic demand, pool prices can sky rocket. 
Several approaches can mitigate the problem. First, change short-run incentives by 
forcing high coverage of long-term hedging contracts. Second, secure favourable 
entry conditions. This may imply for instance that the authorities should be re- 
laxed in case prices are high, rather than capping the wholesale prices, but also 
that access to pivotal inputs like gas should be secured. Third, deconcentration and 
merger policy. As long as restructuring is an option (prior to privatisation), it is 
good policy to break up the dominant firm. If this is not feasible, it seems to be 
necessary that merger policy is strict. 

The third field of attention focuses on services of general economic interest and 
transitory derogations, induced mainly by stranded costs. Some examples have 
been discussed. One striking feature is that it is not well defined what qualifies as 
a service of general economic interest or a derogation. This flexibility may be in- 
tentional, but carries the danger of a slippery slope: once started it may be difficult 
to stop, let alone step back. Because the application of services of general eco- 
nomic interest and derogations inherently distorts some part of the market (be it 
competition or efficiency), it seems of utmost importance to be very restrictive 
with the application. 

For several services of general economic interest, like environmental protection 
and security of supply, market based approaches are feasible and offer least-dis- 
tortive solutions. Given that the aims are set, the way forth should at least be mar- 
ket compatible. Redistributional concerns with respect to tariff structures and 
rebalancing of charges such that small users end up paying more is a political 
problem. It seems wise to avoid having such concerns stand in the way of market 
opening, and instead try to compensate the losers of reform in another way. 
Stranded costs typically are a transitional problem. It seems to be good policy and 
natural to restrict application to those cases where stranded costs are the 
immediate result of previous government policy; this forestalls compensation 
claims for management “mistakes”. It should be stressed that if the stranded in- 
vestment is real, then it appears intuitive to compensate for it. Failing to do so 
might put the incumbent at a competitive disadvantage and would endanger future 
investment. One approach to the problem is to attempt to mitigate the stranded 
costs by restricting competition. This approach should be avoided, because the 
support for the firm is at the expense of the consumers and on balance society 
loses. The proper way to handle the problem is straightforward, if feasible (which 
unfortunately is not always the case). Try to quantify the amount of stranded costs, 
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which usually is a matter of bargaining, and compensate funded by a transmission 
surcharge. Since the transmission network is a monopoly, which ultimately every 
consumers uses, competition cannot be distorted, while the tax base is very broad. 

On the whole, the consumer can gain substantially from an electricity market 
reform provided it is well designed and monitored by the authorities. The key task 
for the authorities is to secure the level playing field and well-functioning 
competition. 
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Executive summary 

Services of general economic interest ( SGEI) occupy a special position in the 
economies of the member states of the European Union. These services are exten- 
sively regulated and governments take measures to ensure their uninterrupted 
availability to citizens at affordable terms and prices. 

The providers of services of general economic interest may also , under certain 
conditions, be exempted from the competition rules of the EU that normally apply 
to all enterprises in all economic sectors. This exception appears to have widened 
as a result of recent decisions of the European Court of Justice. 

There is now intense political debate in the EU on how SGEI should be treated 
in the future, whether they should receive public funds, whether they should con- 
tinue to be subject, in principle, to the rules of competition and whether they 
should be exempted more explicitly and widely than at present. Certain member 
states and most operators of SGEI believe that the application of competition rules 
is not as clear as it should be and that compliance with those rules hampers the 
provision of SGEI. Others support a more rigorous enforcement of competition 
rules. The European Commission has not yet clarified its own position but it 
appears to favour the definition of a more explicit and detailed exception in the 
form of a regulation. The Commission has recently published a Green Paper on 
Services of general Interest to consult as widely as possible on the future policy on 
SGEI. 

It is, therefore, very timely to examine how competition rules impact on the 
provision of SGEI. The purpose of this chapter is to examine the application of 
competition rules and propose how public policy objectives may be achieved as 
efficiently as possible. The chapter begins be reviewing the various definitions of 
SGEI and the reasons why they are perceived to be so important in modern socie- 
ties. It then asks whether governments should regulate the provision of SGEI and 
whether this kind of regulation introduces new distortions in the economy. The 
chapter also investigates how competition rules may affect the ability of SGEI 
providers to reach citizens. In this connection, it reviews extensively relevant 
Commission decisions and Court rulings. 

In view of the weaknesses it identifies in the current Community policy on 
SGEI, this chapter proposes a different approach to treating SGEI providers un- 



1 Professor, European Institute of Public Administration, Maastricht, The Netherlands. The 
views expressed in this paper are strictly personal. I am grateful for comments I received 
from the participants at the Cologne and Brussels meetings. 
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der competition rules. This new approach leads to a more efficient allocation of 
resources, given the constraint that the public policy objective of reaching citizens 
is preserved. 

The proposed approach is rather simple. Both competition rules and public 
policies aim to raise the availability of SGEI. This aim can be most effectively 
achieved by enabling the most efficient and productive operators to enter the mar- 
ket, rather than exclude them through the granting of exclusive rights or subsidies 
to less efficient operators. The chapter concludes that auctions or open selection 
procedures are more appropriate in selecting efficient operators than by 
conferring exclusive rights or direct subsidies to certain enterprises. 
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1 . Introduction: What is the problem? 

A new conflict is fermenting within the European Union. It concerns one of the 
last vestiges of the “old” form of state interventionism in the economy. This is 
how the Financial Times reported the news on 1 April 2003: “Public services such 
as electricity, post and telecommunications could be given greater protection 
against competition and state aid rules under plans being considered by European 
regulators. The European Commission is studying proposals that could prevent 
antitrust and single market regulators from acting against companies involved in 
services of general interest. Brussels authorities are also considering whether to 
launch new regulations to clarify the role of public services such as railways, 
energy, telecoms and health. The plans are at an early stage but could attract criti- 
cism that European governments are seeking to protect state-owned enterprises 
such as Electricite de France and Deutsche Post. Both companies have been 
attacked by the Commission for using government protection and subsidies to 
harm rivals in the private sector. An early draft of a consultative document ... says 
the “law could specify the conditions under which the provision of services of 
general interest is exempted from ... the internal market and competition rules”. 
Critics of the Commission's proposals fear that a new law would widen the scope 
for exemptions and make it easier for companies to escape punishment from 
Brussels. Such a law has been championed by the French government ... The 
French government and other supporters of the law argue that without protection 
from regulators, companies would not have the incentives to provide vital services 
such as post and healthcare to remote or poorer regions.” 

At the heart of the problem is the special treatment accorded to services of 
general economic interest (SGEI) by the EC Treaty. In May 2003 the Commission 
issued a Green Paper on Services of General Interest (See Commission (2003)). 
The purpose of the Green Paper is to initiate discussion on whether the EU should 
adopt any specific measures on SGEI. The Commission has invited answers to 
about 30 questions one of which is whether “a specific way of financing (should) 
be preferred from the point of view of transparency, accountability, efficiency, re- 
distribute effects or competition? If so, should the Community take appropriate 
measures?” (question no. 22) 

From a competition perspective, the views of the Commission are not so 
problematic as those of the Court. The Commission has always favoured a broad 
and strict application of competition rules to SGEI. By contrast, the Court has 
ruled that, under certain conditions, restrictions of competition may be tolerated in 
order to enable providers of SGEI to break even; i.e. to supply SGEI without 
suffering financial losses. With respect to state aid, the exception defined by the 
Court seems to be even wider. Providers of SGEI may receive aid as a form of 
compensation for the extra costs they incur in supplying those services. 

The current situation in the EU raises two fundamental policy questions. First, 
what is that which makes SGEI so important and why does it justify exception 
from competition rules? After all, if SGEI are thought to be essential for 
consumers, competition policy should be seen as their natural ally, given the fact 
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that its main aim is to raise welfare by preventing companies from behaving anti- 
competitively, most notably by raising prices and reducing output. Second, if the 
exception afforded to providers of SGEI is retained, how can the distortion to 
competition be minimised? 

The most significant weakness of EU policy on SGEI, as it stands today, is that 
it makes no distinction between efficient and inefficient providers, nor does it 
oblige member states to ensure the efficiency of providers of SGEI who benefit 
from derogations from competition rules. The providers of such services in Europe 
are naturally hostile to any requirement that would make the state aid they receive 
or any other exception conditional on their level of efficiency in relation to poten- 
tial competitors. 

But, protecting inefficient enterprises contradicts the purpose of treating SEGI 
preferentially. If the reason for such preferential treatment is that they are impor- 
tant to consumers, why then are governments not seeking to ensure that they are 
supplied by the most efficient providers? As is explained in this paper, the pre- 
sumed social significance of SGEI establishes no general case in favour of restric- 
tions of competition and prevention of market entry by more efficient providers. 

The reason why restrictions of competition and state aid are allowed under 
certain conditions is that providers need to subsidise unprofitable services either 
directly via state aid or indirectly via revenue from profitable services. Direct or 
cross-subsidisation is, therefore, at the heart of the economic problem of SGEI. 
However, once it is recognised that cross- subsidisation is the common feature in 
cases involving restrictions on competition, the following conundrum emerges. 
Article 86(2), applying the competition rules of the EU to SGEI, requires that any 
restriction or distortion of competition is necessary and proportional. How, then, 
can exclusion of more efficient enterprises be justified? 

The European Union is confronted with a dilemma as far as SGEI are con- 
cerned. On the one hand, member states are free to define the services they regard 
as SGEI. It is contrary to the principle of subsidiarity for the EU to draw up a list 
of such services. In the absence of specific sectoral rules, such as those in tele- 
coms and postal services, member states are also free to confer special or exclu- 
sive rights and determine the method of financing of SGEI. On the other hand, the 
EU rules of competition exempt under certain conditions SGEI providers. Should 
the EU draw up a list of SGEI and establish specific and detailed rules on the pro- 
vision and financing of SGEI? Or should it rely on more rigorous enforcement of 
competition rules? 

The purpose of this paper is to explore the benefits from a more rigorous en- 
forcement of competition rules. It identifies the weaknesses of the current excep- 
tion of SGEI from competition rules and explains why this exception has been too 
generous. It cannot be justified either by the logic of the system of competition 
itself or by the economic effects it generates. Then the paper outlines a new 
approach to deal with the competition problems caused by the special treatment of 
SGEI. This approached is based on open and competitive procedures for the 
granting of special or exclusive rights or state aid to SGEI providers. Open and 
competitive procedures remove statutory obstacles to market entry and minimise 
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both any anti-competitive spillovers into adjacent market and the amount of re- 
quired state aid for the supply of SGEI. 

The paper is organised as follows. Section 2 reviews the various definitions of 
SGEI. Section 3 considers whether the special features of SGEI may justify public 
ownership of providers of SGEI and whether there are any special reasons for 
designating certain services as being in the general interest. Section 4 examines 
the treatment of SGEI under EC competition rules. Section 5 analyses the compe- 
tition issues involved and the distortions of competition caused by some existing 
schemes for financing SGEI. Section 6 proposes a stricter approach to the treat- 
ment of SGEI, based on open and competitive procedures. Finally, section 7 
summarises the main arguments of the paper. 



2. SGEI in the EU framework 

2.1 Treaty provisions and the political debate in the EU 

In order to understand why SGEI are accorded special treatment in the economies 
of member state and within the EC Treaty, we need first to know what they are 
and how they are defined. 

Paradoxically, the EC Treaty does not define the meaning of SGEI. Article 
16EC states: “Without prejudice to Articles 73 (transport services), 86 (competi- 
tion) and 87 (state aid), and given the place occupied by services of general eco- 
nomic interest in the shared values of the Union as well as their role in promoting 
social and territorial cohesion, the Community and the Member States, each 
within their respective powers and within the scope of application of this Treaty, 
shall take care that such services operate on the basis of principles and conditions 
which enable them to fulfil their missions.” 

Article 16 does not say which services are of general economic interest but in- 
directly identifies an essential characteristic of SGEI: they promote social and 
territorial cohesion. On its own, this statement does not really clarify the concept 
of SGEI. But as it will be seen below, social and economic cohesion means that 
SGEI, for political and social reasons, are made available to all citizens in all re- 
gions of each member state. Section 5 will examine whether the market is 
incapable of providing these services to all citizens across the regions of member 
states, but suffice it for the time being to note this perceived special contribution 
of SGEI to social and territorial cohesion. 

Article 16 was inserted in the EC Treaty by the Treaty of Amsterdam. In this 
context, it is worth noting that in the final stages of the negotiations on 18 June 
1997 to conclude the Treaty of Amsterdam, the European Council adopted the 
following Declaration on public credit institutions in Germany: “The Conference 
notes the Commission's opinion to the effect that the Community's existing com- 
petition rules allow services of general economic interest provided by public credit 
institutions existing in Germany and the facilities granted to them to compensate 
for the costs connected with such services to be taken into account in full. In this 
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context, the way in which Germany enables local authorities to carry out their task 
of making available in their regions a comprehensive and efficient financial infra- 
structure is a matter for the organisation of that Member State. Such facilities may 
not adversely affect the conditions of competition to an extent beyond that re- 
quired in order to perform these particular tasks and which is contrary to the 
interests of the Community.” 

Austria and Luxembourg subsequently added the own Declaration: “Austria 
and Luxembourg consider that the Declaration on public credit institutions in 
Germany also applies to credit institutions in Austria and Luxembourg with a 
comparable organisational structure.” 

The Treaty of Amsterdam also added a Protocol on the system of public broad- 
casting in the Member States. It states that: “The provisions of the Treaty 
establishing the European Community shall be without prejudice to the compe- 
tence of Member States to provide for the funding of public service broadcasting 
insofar as such funding is granted to broadcasting organisations for the fulfilment 
of the public service remit as conferred, defined and organised by each Member 
State, and insofar as such funding does not affect trading conditions and 
competition in the Community to an extent which would be contrary to the 
common interest, while the realisation of the remit of that public service shall be 
taken into account.” 

Even in the case of public broadcasting, which appears to have been given a 
more generous exemption from competition rules than for public credit 
institutions, the EU does not tolerate an unconditional distortion to competition. 
Funding arrangements (e.g. state aid) must not be contrary to the common interest. 
This was subsequently re-affirmed by the Council Resolution of 25 January 1999 
(see OJ C30, 5/2/1999). Later on I will argue that current financing arrangements 
distort competition to a disproportional degree. 

The other explicit mention of SGEI in the EC Treaty is in Article 86(2)EC 
which provides the exception from competition rules. 2 It stipulates that: “Under- 
takings entrusted with the operation of services of general economic interest or 
having the character of a revenue-producing monopoly shall be subject to the rules 
contained in this Treaty, in particular to the rules on competition, in so far as the 
application of such rules does not obstruct the performance, in law or in fact, of 
the particular tasks assigned to them. The development of trade must not be 
affected to such an extent as would be contrary to the interests of the 
Community.” We see that Article 86 does not define SGEI either. It only lays 
down conditions for exemption from competition rules. 

Since the Amsterdam European Council (June 1997), discussion about the 
treatment of SGEI has taken place at the highest political level in the EU. The 
Laeken European Council (December 2001) “welcomed the Council’s conclusions 
and the joint Council and Commission report concerning services of general 



2 The EC Treaty also provides in Article 73 that “Aids shall be compatible with this Treaty 
if they meet the needs of coordination of transport or if they represent reimbursement for 
the discharge of certain obligations inherent in the concept of a public service.” Later on 
I will examine how secondary legislation on public transport has applied Article 73. 
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interest, which will be the subject of an assessment, at Community level, as to 
their performance and their effects on competition. The European Council 
encouraged the Commission to set up a policy framework for State aid to under- 
takings entrusted with the provision of services of general interest.” 

The Barcelona European Council (March 2002) went further by asking the 
Commission to present its communication on evaluation methodology at the May 
Council and report to the Seville European Council on the state of work on the 
guidelines for State aids and if necessary propose a block exemption regulation in 
this area; continue its examination with a view to consolidating and specifying the 
principles on services of general economic interest, which underlie Article 16 of 
the Treaty, in a proposal for a framework directive, while respecting the specifici- 
ties of the different sectors involved and taking into account the provisions of Ar- 
ticle 86 of the Treaty. The Commission will present a report by the end of the 
year.” (emphasis added) 

The European Council that took place in Brussels in March 2003 made a more 
explicit reference to the issues surrounding SGEI. Paragraph 26 of the Presidency 
Conclusions provides that “regarding services of general interest, (the European 
Council) invites the Council (Competitiveness) to take the necessary procedural 
decisions for future work in order to safeguard their supply and funding, while en- 
suring that the provision of public services is compatible with EU state aid and 
competition rules and that the application of this aid and these rules do not 
endanger the provision of public services and equally that Member States' 
financing arrangements do not distort the market for tradeable services; it con- 
firms the conclusions of the European Council in its Barcelona meeting on this 
issue and invites the Council to examine the forthcoming Commission Green 
Paper following the request of the Barcelona European Council regarding a pro- 
posal for a framework Directive.” 

It is obvious that a thorough analysis of the relationship between competition 
rules and SGEI is both significant and timely. It is significant because those 
services constitute a significant economic sector which benefits from special 
treatment and may deviate from competition rules. It is timely because the EU in- 
tends to adopt new measures in this field. Since both the proposed block 
exemption regulation and the framework directive intend to elaborate the applica- 
tion of competition rules, it is imperative to assess the problems caused by the 
derogation from competition rules and to identify means of narrowing this loop 
hole. This is indeed the purpose of this paper. 



2.1 Definitions of SGEI in Community policies and the case law 

The Commission in its recent Green Paper (2003) and in other documents (see for 
example, Commission (2002)) makes a distinction between “services of general 
interest”, “services of general economic interest”, “universal service” and “public 
services”: 
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Services of general interest are market and non-market services that the public 
authorities classify as being of general interest and may therefore be subject to 
specific public service obligations. 

Services of general economic interest are market services that discharge 
general interest tasks and are therefore subject to specific public service obliga- 
tions imposed by the Member States. The term universal service is an evolving 
concept developed by the Community institutions and designates a set of general 
interest requirements which should be met by undertakings operating in certain 
sectors such as the postal service and telecommunications. The resulting obliga- 
tions are intended to ensure that everyone everywhere has access to certain essen- 
tial services of specified quality at an affordable price. They may be imposed on 
one undertaking or on all the undertakings in a given sector of activity. 

Yet, Faull & Nikpay (1999:313) believe that SGEI are “a Community law 
concept that more or less corresponds with the notion of ‘public services’ that 
exists in some Member States.” 

In its Green Paper on Services of General Interest, while the Commission 
acknowledges that there is no Community or widely-recognised definition of 
SGEI, it also identifies a number of common features in most SGEI. These fea- 
tures are: 

• Universality: services are made available to all consumers and users throughout 
the territory of a member state. 

• Continuity and regularity : providers ensure uninterrupted supply of services. 

• Quality : offered services are of specified level of quality. 

• Affordability: services are offered at affordable or reasonable or regulated 
prices. 

• User or consumer protection: services address specific needs and concerns of 
consumers. 

The position of the Court expressed in the many rulings it has handed down 
concerning SEGI is somehow surprising. The Court has made it clear that “in the 
absence of Community rules governing the matter, the Commission has no power 
to take a position on the organisation and scale of the public service tasks or on the 
expediency of political choices made in this regard by the competent national 
authorities, provided that the (state) aid in question does not benefit the activities 
pursued in competitive sectors or exceed what is necessary to enable the under- 
taking concerned to perform the particular task assigned to it” (T- 106/95, FFSA). 

In its judgement in BRT v SABAM (C-127/73), the Court emphasised that the 
concept of service in the general economic interest within the meaning of Article 
86 of the Treaty means, among other things, that member states assign specific 
tasks to particular undertakings. The Court applied the same reasoning in the area 
of postal services, finding that “it cannot be disputed that the Regie des Postes 
(Belgian post office) is Entrusted with a service of general economic interest con- 
sisting in the obligation to collect, carry and distribute mail on behalf of all users 
throughout the territory of the Member State concerned, at uniform tariffs and on 
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similar quality conditions, irrespective of the specific situations or the degree of 
economic profitability of each individual operation” (C-320/91, Corbeau). 

In the electricity sector, the Court considered that the concept of service in the 
general economic interest covers the activity of an undertaking which “must en- 
sure that throughout the territory in respect of which the concession is granted, all 
consumers, whether local distributors or end-users, receive uninterrupted supplies 
of electricity in sufficient quantities to meet demand at any given time, at uniform 
tariff rates and on terms which may not vary save in accordance with objective 
criteria applicable to all customers” (C-393/92, Municipality of Almelo). 

On the basis of the case law and the examples analysed above it is safe to reach 
the following conclusions: 

• The EC does not define SGEI. 

• Member states are free to designate services as being in the general economic 
interest. Member states also have discretion in which services they designate as 
being in the general economic interest. 

• SGEI fall within the scope of EC competition rules precisely because they are 
economic in nature. Member states also have the right to turn into economic 
certain services which may not be economic in other member states (e.g. provi- 
sion of supplementary pensions). 

• However, the Court, which is the ultimate authority for interpreting the 
meaning and assessing the application of EC rules, has identified certain 
characteristics that justify a service to be regarded as being in the general eco- 
nomic interest. Such services 

• must be important to consumers, 

• must be open to all consumers, 

• must be provided at uniform terms and predetermined quantity, price and 
regularity. 

• Services that are designated as being in the general economic interest are not 
necessarily public goods that are under-supplied or not supplied by the market 
because users cannot be charged or cannot be excluded from consuming them. 
SGEI are services that member states want them to be supplied under specific 
terms and prices. 

• It follows that if SGEI are, to put it simply, services to be supplied at lower 
prices or higher quality than what enterprises are prepared to provide them for 
under prevailing market (demand and supply) conditions, the problem of com- 
petition is not about allocating property rights (as in the case of public goods), 
nor is it about regulating providers who may be natural monopolies due to 
economies of scale (as in the case of most utilities). It is about ensuring that 
providers of SGEI generate enough revenue to cover their costs. 

Indeed, the heart of the problem is the inability of providers to cover their costs 
because of the conditions imposed on them by the member states. This was ex- 
plicitly acknowledged in one of the earliest regulations dealing with public trans- 
port. Regulation 1191 of 1969 defined “public service obligations” to mean “obli- 
gations which the transport undertaking in question, if it were considering its own 
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commercial interests, would not assume or would not assume to the same extent or 
under the same conditions” (Article 2). Similar wording has been used in more 
recent regulations such as Regulation 2408/92 concerning public service obliga- 
tions in air transport and Regulation 3577/92 concerning public service obligations 
in shipping. 

It is very important to note, however, that these regulations make no mention of 
the efficiency of the designated undertakings in relation to their competitors. From 
the perspective of the European Union that has to ensure the effective application 
of its competition rules, the freedom of member states to assign SGEI obligations 
without regard for the efficiency of the providers of SGEI makes this problem 
worse. 

The Advocate-General Tizzano in his opinion on Ferring (C-53/00) put the 
issue succinctly. He stated that “it is for the Member States to define the services 
of general economic interest that they intend to entrust to certain public or private 
undertakings. It is clear from case-law that, in the absence of any harmonised rules 
governing the matter, the Community institutions are not entitled to rule on the 
basis of the public service tasks assigned to the public operator, such as the level 
of costs linked to that service, or the expediency of the political choices made in 
this regard by the national authorities or ... (the) economic efficiency of the un- 
dertaking (T- 106/95 FFSA).” This is the economic problem to which we return in 
section 5. 

In conclusion, the review of the various definitions of SGEI reveals that there is 
no established list of what is to be regarded as SGEI. Moreover, there are 
apparently two approaches to defining SGEI. The first is what may be called an 
“axiomatic” or top-down definition and basically consists of what member states 
or the EU courts designate as such. Since in the absence of any definition in the 
Treaty or secondary legislation it is the courts that have the last word on what is a 
SGEI, so far we know that certain telecommunications services, postal services, 
electricity services, water distribution and navigation services have been recog- 
nised as being SGEI. 

The second approach may be called “essential requirements” or bottom-up. 
Irrespective of which particular service is classified as SGEI, its provision must be 
subject to certain requirements such as universality, continuity, regularity, 
affordability and uniformity in pricing and terms of supply. 

Both approaches raise the fundamental question why it is necessary for the state 
to designate certain services as SGEI or impose those conditions on the provision 
of such services. The answer, at least in the context of competition policy which is 
the subject matter of this paper, is that the market does not provide them at the re- 
quired price, area of supply or terms of supply. But this creates a puzzle. If it is 
necessary to designate certain services as SGEI because the market under-provides 
them or provides them at lower quality or charges too high prices, why then would 
restrictions to competition ever become indispensable? Competition means that 
supply increases, quality improves and prices decrease. Restriction of competition 
appears to be contrary to the purpose and underlying rationale of SGEI. The next 
section examines how the government may intervene to increase the supply of 
SGEI. 
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3. Reasons and methods of government intervention to 
support SGEI 

3.1 Should public authorities be supporting the provision of SGEI? 

Before examining the application of competition rules to SGEI, we need to ad- 
dress first whether governments and other public authorities should be regulating 
the supply of SGEI. As is well understood in economics, the government should 
intervene in the economy primarily to correct market failure. However, even in the 
case of market failure, intervention may not be warranted whenever government 
action itself causes additional and excessive distortions of its own. This possibility 
is the so called “government failure”. For a review of the role of the state in the 
context of market and government failure see Stiglitz (1998). 

The various definitions of SGEI reviewed earlier refer to the presumed impor- 
tance of SGEI but do not make any explicit reference to market failure. Rather, the 
main concern appears to be with uninterrupted and sufficient supply of SGEI. 
Since the market normally provides any good or service for which consumers are 
willing to pay the price asked by the suppliers, the concern about interrupted or 
insufficient supply of SGEI is in reality a concern about the ability of consumers 
to pay for such services. 

The government should worry about the ability of consumers to pay for certain 
goods and services whenever consumption or the use of these goods and services 
generates positive externalities for the rest of society. For example, it is thought 
that education has a “socialising” effect that makes people “better citizens”. Even 
if people would pay a price that included all the costs of the education they ob- 
tained, there could still be un-priced positive externalities in the sense that 
schooling makes them respect other peoples’ property or that they develop a sense 
of loyalty to their country. These externalities would justify some public subsidies 
to general education. It is, however, a different issue whether current amounts of 
subsidies and subsidies to post-graduate university education can be justified on 
these grounds. 

Goods and services such as education are also called “merit goods”. These are 
the goods that some people in society claim that all citizens should be entitled to 
because they have “acquired” rights over them or because they make them 
“better” persons. These are arguments which are different from the alleged exis- 
tence of externalities. It is outside the scope of this paper to examine whether 
people should have the “right” to consume telecommunications or transport 
services or whether they become “better” persons by being able to communicate 
and travel at cheap rates. 

We can ask instead how society may provide such goods and services with the 
lowest possible efficiency loss. There is a general presumption in economics that, 
if society must ensure that certain goods such as merit goods are available to all 
citizens in sufficient quantities, the optimum way of doing so is to provide direct 
income subsidies to those who obtain these goods. If the government believes that 
income subsidies may be used for other purposes (the classic example is that the 
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uneducated may fail to appreciate the value of education and may spend any sub- 
sidy on horse racing instead), then the next best option is provision of coupons 
that can be redeemed for lessons, visits to museums, etc. 

But even such schemes such as income subsidies and coupons are a second-best 
option because they have their own drawbacks. First, they are normally financed 
through general income taxation. This distorts economic incentives and penalises 
indirectly non-subsidised goods and services. Second, it may be practically diffi- 
cult to distribute this kind of subsidies and any mechanism for their distribution 
will itself have a non-negligible cost. Third, income subsidies and coupons are 
also offered to persons who would otherwise be willing to pay for the purchase of 
the goods and services in question. So they derive an additional benefit in 
receiving an unnecessary subsidy. In this connection see Siidekum (2002). Fourth, 
and more importantly for the purposes of this paper, direct subsidies to consumers 
may be unable to bring about the required increase in the supply of the SGEI in 
certain areas. 

Consider, for example, the case of telecoms. Suppose that before any govern- 
ment intervention remote rural areas are not supplied with telecoms services be- 
cause it is too costly relative to the expected revenue to build the network in those 
areas. This means that the government has to give disproportionally larger subsi- 
dies to the few persons who live in those areas. Now, the granting of such large 
subsidies raises a number of questions. Will they remain in the remote areas after 
they receive large amounts of money? If the subsidy is in the form of coupons, 
will their notional monetary value be equal to the length of time for the deprecia- 
tion of investment in extending the telecoms network? That is, will the persons 
who live there obtain subsidies to pay for the investment over a 20 or 30-year 
period? How should the government deal with the problem of allocating the costs 
of investment with long gestation periods between different generations? What 
happens if the present residents are too old ? Will the subsidies be adjusted 
accordingly? What happens if after the network is expanded, more people decide 
to live there? Will subsidies be recalculated and redistributed over the now larger 
population? These are unanswerable questions that indicate that the use of direct 
subsidies is not always the feasible solution to the problem of financing SGEI. 

Another example illustrates a different aspect of the problem of financing 
SGEI. In all advanced countries and most countries of the world there are public 
telephones. Those located in central locations within urban areas generate revenue 
that covers their costs. Most do not. Public authorities require telecoms providers 
to maintain a certain number of public phones for convenience but also for safety 
and other reasons. It would be impossible to provide coupons to potential users of 
public phones, especially when considering that they are used to a relatively high 
extent by foreigners and visitors. 

In both the case of rural areas and the case of public phones, the costs are 
spread across the whole network. This is a form of “solidarity” between users that 
can not be otherwise maintained through direct subsidies to individuals. A mecha- 
nism for cross-subsidisation may be unavoidable. 

This conclusion suggests that although direct subsidies are in general superior 
instruments of economic policy, some times other market arrangements may be 
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more feasible. Earlier we saw that EU law allows member states to designate 
services as SGEI and to choose the mechanism for financing them (unless other- 
wise dictated by secondary legislation). Now we see that sometimes member 
states may find it necessary to use arrangements that ensure the cross-subsidisa- 
tion through, for example, the imposition of public service obligations and uni- 
form prices. 

I hasten to add, however, that this conclusion does not mean that currently 
adopted policy measures for the support of SGEI are the best possible. As will be 
demonstrated later on, they are in fact third-best if not fourth-best measures. This 
is because they subsidise firms some of which may not be efficient. 

Overall, there appears to be no overwhelming argument in favour of public 
support of SGEI. Market failure is not pervasive. Whether such services are merit 
goods that must be available to all citizens is an issue that falls outside the scope 
of this paper. What must be noted, however, is that the fact that the EU Treaty 
allows member states to define their SGEI does not automatically convert them 
into merit goods. Just because member states have that kind of discretion it does 
not follow that every time they use it the services concerned are true merit goods. 

Even if we accept public support of SGEI as an expression of collective social 
preferences, economics suggests that there may be other, less distortionary means 
of making such services available to citizens than through the granting of special 
rights or subsidies to suppliers. Current arrangements are in fact contrary to the 
avowed objective of public policy to increase the supply of SGEI. These arrange- 
ments do not increase supply as much as they could otherwise do because they do 
not necessarily subsidise the most efficient providers of SGEI. 



3.2 An issue of public v private ownership? 

In all the definitions and statements quoted in the previous section there is no 
reference to any perceived need for public ownership of SGEI providers. There 
are two reasons for the absence of any apparent concern over public ownership. 

First, the Treaty itself is neutral as to private or public ownership of enterprises. 
Article 295 states explicitly that “this Treaty shall in no way prejudice the rules in 
Member States governing the system of property ownership.” This means that the 
EU cannot prevent public authorities from owning enterprises, nor can it prevent 
state-owned companies from competing on the market. At the same time, the 
Treaty and the EU cannot treat state-owned or state-controlled enterprises more 
favourably than private enterprises, nor can it give preference to private firms. So, 
Article 295 requires the EU to treat all undertakings equally and prevents the EU 
and member states from granting any special favours to any undertaking on the 
grounds of its legal status. 

This neutrality of treatment has significant competition implications. The 
status, special legal privileges or any close links with the government can not be 
used by any undertaking to gain an unfair advantage over its competitors. As will 
be explained in the following section, the only available exception from 
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competition rules is for designated providers of SGEI. But this exception applies 
irrespective of legal status or public ownership. 

The second reason why public ownership has not played any significant role in 
the discussions on SGEI is that the central competition issue with SGEI is not the 
status of the provider or the perceived importance of the services themselves but 
the delivery of sufficient and affordable services to consumers. Since state-owned 
enterprises have the same standing in competition law as private enterprises, any 
extra costs they may bear because of state ownership cannot in principle be subsi- 
dised by the state or through other restrictions of competition. State aid is in prin- 
ciple prohibited (but see the section below) and, under certain conditions, restric- 
tions of competition are allowed only for providers of SGEI (also see the section 
below). Hence, what matters is the nature of the services provided rather than the 
nature of the owner of the provider. 



4. Application of EC competition rules to SGEI 

4.1 Enforcement of Article 86(2): Necessity and proportionality 

Article 86 applies the rules of competition, and of the Treaty in general, to those 
enterprises or undertakings to which the member states confer special or exclusive 
rights. The special status or the special missions of these undertakings does not 
justify any anti-competitive behaviour on their part or on the part of the public 
authority that has conferred those rights. 

It may sound surprising but as the Treaty stands, creating a dominant position 
through the granting of special or exclusive rights by the state is not, in itself, in- 
compatible with Article 82 which prohibits abuse of dominance. However, a 
member state breaches the prohibitions laid down by Article 86(1) in conjunction 
with Article 82 if it adopts any law, regulation or administrative provision that 
creates a situation in which an undertaking on which it has conferred special or 
exclusive rights cannot avoid abusing its dominant position (C-340/99, TNT 
Traco). 

There is abuse, for example, where the dominant undertaking has made use of 
the opportunities arising out of its dominant position in such a way as to reap 
trading benefits which it would not have reaped if there had been normal and 
sufficiently effective competition (United Brands). In particular, an undertaking 
abuses its dominant position where it charges for its services fees which are unfair 
or disproportionate to the economic value of the service provided (TNT Traco, 
Crespelle). This implies that cross-subsidisation by undertakings that hold domi- 
nant positions by virtue of rights conferred to them by the state infringes Article 
82 in conjunction with Article 86(1). The infringement is caused by the fact that 
with cross-subsidisation some prices must necessarily be higher than others. As a 
consequence, there is both price discrimination (illegal under Article 82) and 
charging of prices which are disproportionate in respect to their underlying costs 
at least for certain consumers. 
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However, the second paragraph of Article 86 offers the possibility for 
exception. A member state may rely upon Article 86(2) to justify the granting, to 
an undertaking entrusted with the operation of services of general economic 
interest, of exclusive rights which are contrary to Article 82, to the extent to which 
performance of the particular task assigned to that undertaking can be assured only 
through the granting of such rights and provided that the development of trade is 
not affected to such an extent as would be contrary to the interests of the Commu- 
nity. 

The application of Article 86(2) is conditional on the member state defining the 
content of the obligations and duties imposed in entrusting the particular task 
(Ahmed Saeed, C-66/86), and on these obligations being specific to the particular 
undertaking and its business, being linked to the subject-matter of the service of 
general economic interest in question and being designed to make a direct contri- 
bution to satisfying that interest (Commission v France, C- 159/94). 

More specifically, the exception in Article 86(2) applies only when restrictions 
to competition are necessary and proportional to the intended result. Two condi- 
tions need to be satisfied in order to prove necessity and proportionality: 

• The execution of the tasks of SGEI cannot be carried out without restricting 
competition; this also means that there is no alternative, less restrictive, option 
for the designated operator to supply the market (Vlaamse Televisie 
Maatschappij, T-266/97). 

• The restriction is the minimum or smallest possible. 

In addition, the Commission checks whether a third condition is satisfied, 
namely, that the restriction is not contrary to the common European interest by 
obstructing intra-Community trade to an unwarranted degree. 

Much of the case law that has clarified how Article 86(2) may be enforced re- 
fers to utilities such as telecommunications, postal services, electricity 
distribution, etc. In this connection, the ECJ has acknowledged that the exception 
of Article 86(2) may be invoked for the purpose of maintaining the “economic 
equilibrium” of the undertakings entrusted with the supply of SGEI (C-320/91, 
Corbeau; C-393/92, Almelo). 

Providers of universal services are typically obliged by law to supply these 
services at affordable or, in most cases, uniform prices to all citizens throughout 
the territory of a particular country or throughout the designated supply area. 
Offering the same service at affordable or uniform prices to all consumer groups 
or to consumers in all areas may mean that consumers in low-cost regions have to 
subsidise consumers in high-cost regions. This would certainly be true if the price 
of the service in question is regulated and fixed at the same level for all consumers 
in all regions. 

Under these conditions, competing providers would have a strong incentive to 
enter the profitable segments of the market (i.e. those with the low-cost 
consumers) and “skim” the profits of the supplier with the SGEI tasks. When this 
kind of market entry takes place, the SGEI provider may not be able to cover its 
losses in the high-cost areas. The ECJ has recognised that restrictions can then be 
justified as a means of enabling the SGEI provider to break even or to achieve 
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“economic equilibrium”. The same logic would apply in the case of a single group 
of consumers or area of supply. Here, the SGEI provider would simply have to 
cover its costs rather than cross-subsidise between different groups of consumers 
or regions. 

It is important to note, once more, that in either case, the efficiency or produc- 
tivity of the SGEI provider is not a relevant issue. 3 It is immaterial whether com- 
petitors are more efficient and can supply the service in question at a lower cost 
and, therefore, lower price. What matters, in the eyes of EC competition law, is 
whether the undertaking on which the state has imposed the obligation to provide 
SGEI can do so without being prevented by competition. As soon as competition 
becomes an obstacle to the execution of the SGEI tasks, Article 86(2) may be in- 
voked. 



4.2 Enforcement of Article 87 on state aid: Compensation for extra 
costs 

Under Article 87 of the EC Treaty a state measure must be judged on the basis of 
its effects on competition. The Court of Justice has held that Article 87 does not 
make any distinction according to the causes or aims of the aid in question but de- 
fines them in relation to their effects in (C- 173/73, Italy v Commission). That is, 
whether the measure confers an advantage to certain undertakings in relation to 
their competitors. 

Nonetheless, in one of its earliest pronouncements on the issue of compensation 
of providers of SGEI, the Court of Justice veered away from examining compen- 
sation in terms of its effects. In a ruling handed down in 1985 in a case concerning 
the extra costs generated by the obligation imposed by France on certain under- 
takings to dispose of waste oils, the Court stated that those “indemnities do not 
constitute aid within the meaning of Articles 87 of the Treaty, but rather 
consideration for the services performed by the collection or disposal undertak- 
ings.” Public authorities in France paid to the collecting companies indemnities 
not exceeding their actual annual costs as a form of compensation (C-240/83, 
ADBHU). 

In line with the ADBHU ruling, the Commission held for a long time the view 
that financial benefits granted by member states to compensate for the additional 
burden of extra public service duties do not constitute state aid. For example, in 
the “Community guidelines on state aid to maritime transport” (OJ 1997 C 205), it 
is stated that “the Commission's practice in assessing contracts relating to PSOs 
(public service obligations) is generally to consider the reimbursement of 



3 The only reference to efficiency I have been able to locate is in Article 12 of Regulation 
1191/69 establishing common mles on the assignment of and compensation for public 
service obligations in inland transport. Article 12 provides that “costs resulting from the 
maintenance of obligations shall be calculated on the basis of efficient management of 
the undertaking and the provision of transport services of an adequate quality.” (emphasis 
added) 
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operating losses incurred as a direct result of fulfilling certain public service obli- 
gations is not State aid within the meaning of Article 87(1) of the Treaty”. 

The Commission's practice has been contradicted by recent rulings of the Court 
of First Instance, starting with the judgement in FFSA (T- 106/95), which con- 
cerned a Commission decision that certain tax concessions granted to the French 
postal service in order to offset its public service obligations were not State aid. In 
that decision the Court of First Instance took the opposite approach to the 
Commission and concluded that the measures in question did constitute State aid, 
even though they could be deemed compatible with the common market under 
Article 86(2) of the Treaty. 

The Court of First Instance adopted the same position in its subsequent 
judgement in SIC (T-46/97) which concerned the financing of public television in 
Portugal. There the Court held that “the fact that a financial advantage is granted 
to an undertaking by the public authorities in order to offset the cost of public 
service obligations which that undertaking is claimed to have assumed has no 
bearing on the classification of that measure as aid within the meaning of Article 
87(1)”. 

And then came the ECJ ruling on “Ferring” (C-53/00) which reversed the case 
law generated by the CFI and which until that moment held that compensation for 
extra costs was state aid. That case concerned the preferential tax treatment of 
wholesale distributors of medicines in France. France argued, successfully, that 
the preferential tax treatment in the form of tax exemptions was justified on the 
grounds that public service obligations imposed extra costs on the wholesalers. 
State aid compensated them for being obliged to deliver medicines within 24 
hours of receiving a request and for maintaining a full range of stocks. 

In its opinion on the Ferring case, Advocate General Tizzano was in favour of 
“not classifying as aid public measures intended exclusively to offset the 
additional net cost arising from the performance of a service of general economic 
interest. In particular, the fact that such measures do not confer any real advantage 
on an undertaking entrusted with a service of general interest and therefore are not 
likely to alter the conditions of competition appears a decisive argument to me.” 

He went on to elaborate that “if the State imposes certain public service obliga- 
tions on an undertaking, then covering the additional costs arising from the per- 
formance of those obligations confers no advantage on the undertaking in 
question, but serves, if anything, to ensure that it is not unjustly disadvantaged vis- 
a-vis its competitors. In other words the imposition of the obligation and the pro- 
vision of compensation cannot be considered as separate matters as they are two 
sides of the same public measure which is intended, as a whole, to guarantee that 
public interests of primary importance are satisfied. If that is the correct analysis, 
the conclusion that must be drawn in the situation under consideration is that the 
measure taken by the public authorities ends up having an economically neutral 
effect on the undertaking concerned, which derives from it neither advantage nor 
disadvantage ... Accordingly, normal conditions of competition will only be al- 
tered where any compensation exceeds the additional net costs attributable to the 
performance of public service obligations. In such a case, State intervention will 
contain an element of aid equal to the surplus over and above the additional cost 
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of the public service obligations, in so far as it confers an unwarranted advantage 
on the undertaking concerned and may thus distort competition in the market 
where the public service constraints apply or, where there are cross-subsidies, in 
other markets in which the undertaking operates.” (emphasis added) 

The Court adopted the Advocate-General’s views. It said that “the French 
regulation requires only wholesale distributors to have at their disposal a perma- 
nent range of medicinal products sufficient to meet the requirements of a specific 
geographical area and to deliver requested supplies within a very short time over 
the whole of that area, in such a way that the population as a whole can be 
guaranteed an adequate supply of medicines at all times. Discharging those obli- 
gations entails additional costs for wholesale distributors which pharmaceutical 
laboratories do not have to bear. In like manner, provided that the tax on direct 
sales imposed on pharmaceutical laboratories corresponds to the additional costs 
actually incurred by wholesale distributors in discharging their public service 
obligations, not assessing wholesale distributors to the tax may be regarded as 
compensation for the services they provide and hence not State aid within the 
meaning of Article 87 of the Treaty. Moreover, provided there is the necessary 
equivalence between the exemption and the additional costs incurred, wholesale 
distributors will not be enjoying any real advantage for the purposes of Article 
87(1) of the Treaty because the only effect of the tax will be to put distributors and 
laboratories on an equal competitive footing” (emphasis added) 

In conclusion, we see that there is the impression that compensation for im- 
posed extra costs somehow restores fair competition. In fact I will argue that mere 
compensation does not restore fair competition. On the contrary, it may distort it 
even more and in less transparent manner. The only objective benchmark is that 
which is obtained from open and competitive selection procedures that allow all 
potential providers to submit bids. 

I will argue that, since public measures are assessed on the basis of their 
effects, we need to examine whether the beneficiary undertakings derive an ad- 
vantage they would not otherwise obtain under normal market conditions. In the 
market, the purchasers of goods seek to buy them from the cheapest source so as 
to minimise their outlay. I will show that by not minimising the amount of aid they 
grant to SGEI providers, public authorities either grant a larger subsidy or indi- 
rectly enable the recipient to become more competitive in adjacent markets. Either 
possibility distorts competition. 



5. An assessment of the competition problems caused 
by the special treatment of SGEI 

The purpose of this section is to examine whether restrictions of competition are 
necessary and what kind of effects they have on the market. Let’s therefore 
examine in which situations provision of SGEI necessitates restriction of competi- 
tion. There are two possibilities: When there is a single market and when there are 
two or more market segments or geographic markets. We begin with the case of a 
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single market. As our starting point we must assume that the market provides a 
certain service at a quantity which is regarded as too low or charges a price that is 
regarded as too high. This happens only when the cost of provision under free 
market conditions exceeds a certain level. This situation is shown diagramatically 
in Figure 1 . 




Fig. 1. Subsidisation of the provision of services 

Assume initially that there is a single provider who charges the economically 
optimum price which is equal to marginal cost. For ease of presentation, marginal 
cost is assumed to be equal to average cost. In Figure 1, “P 2 ” is the market price 
and “Qi” is the quantity supplied before state aid. “P 0 ” is the level of price that is 
considered by the state to be “affordable” by citizens. Naturally, at a lower price 
level, the quantity demanded is larger and more people can afford to buy this par- 
ticular service. The only way to increase supply on the market is to offer a subsidy 
to the provider of that service. The amount of subsidy that can induce output to 
expand to Q 2 is equal to the two shaded rectangles. 

What are the distortions to competition in this case? If there is a single pro- 
vider, there is no direct distortion to competition, but there is a misallocation of 
resources. Society wastes part of its resources represented by the segment of the 
rectangle which lies to the right of the demand curve (because if the marginal cost 
shows the true social cost of resources, then the opportunity cost or forgone value 
of resources diverted from other activities is indicated by P 2 = MC 2 ) plus the cost 
of raising the subsidy. In real life no subsidy represents a pure transfer, i.e. it is 
raised by distortion-free taxes. The taxes that raise the revenue for the subsidy also 
cause their own distortions. 
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Perhaps one could argue that this is the “price” to be paid for expanding the 
supply of a product that society considers as too important. On the other hand, 
however, if that product is important why are consumers not willing to pay for it? 
The typical reply to this question is that consumers or citizens cannot afford to pay 
for the important things in life. The proponents of this view would claim that mar- 
ket prices do not reflect true need, they only reflect ability to pay. 

It is essential to note that irrespective of whether one espouses these views or 
not, society wastes more resources than what is strictly necessary whenever there 
is more than one provider and the subsidy does not go to the most efficient one. 
This possibility is also shown in Figure 1. If the more efficient firm were allowed 
to provide the service in question, market price would fall to Pi. Since this firm is 
capable of providing that service at a lower price because its marginal cost, indi- 
cated by MCi, is correspondingly lower, society ends up granting a larger subsidy 
than what is necessary by subsidising the less efficient firm. Consequently, other 
firms that happen to be more efficient are forced to exit the market. 

There is now a distortion to competition which makes more difficult the 
achievement of the public policy objective of providing cheap SGEI. Subsidisa- 
tion of the less efficient provider generates more costs to society. This means that 
if society would grant an equivalent subsidy to the more efficient provider, prices 
would decline even more, supply would expand more and consumers would be 
able to afford larger quantities of that product. There may also be other distortions 
in the longer term caused by possible lower rate of investment and innovation by 
the firm that receives the subsidy. For a fuller analysis of the various possible 
effects of subsidies see Bhaskar (1990). 

Our conclusion must be, first, that subsidisation of anyone else apart from the 
most efficient provider of the service in question is contrary to the avowed policy 
objective of offering certain services which are deemed to be important and must, 
therefore, be offered at affordable prices and sufficient quantities to citizens. 
Second, there is no need to legally exclude competitors from the market. They are 
excluded by the mere fact that one firm receives a direct subsidy. 

Let’s now consider the case of two or more market segments. The problem is 
virtually the same as earlier but, as we will see, the result is different. I assume 
that the costs of supply in market A are separate and lower than the costs in mar- 
ket B. I further assume, as is normally the practice, that services in both markets 
are supplied at the same price. This means that the incumbent will have to make 
profits in one geographic market, A, to cover losses made in the other geographic 
market, B. It is important to note that there would be no problem if market B could 
be supplied at higher prices. The problem is caused by the fact that prices have to 
be uniform when costs differ. In Figure 2 this is shown by P m . Price uniformity is 
the typical requirement imposed on providers of SGEI. So the problem is caused 
partly by the regional differences in costs and partly by the uniformity of prices. 
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Fig. 2 . Provision of services in two market segments 

The problem for the firm is to earn profits in market A to cover its losses in 
market B. If the firm in question receives no subsidy and if it sets its price at the 
level where it just breaks even, then there is a unique price that generates enough 
profit in A so as to counter-balance the losses in B . 4 Please note that politicians 
cannot set whatever price they want. There is a unique price that allows the firm to 
balance profits and losses without making excessive profits and without receiving 
subsidies. But if it has to raise its price in A then it must exclude competitors from 
that market. The shaded rectangle in market A is equal to the similarly shaded 
rectangle in market B. Any competitors that will eat away its profits in market A 
will make it impossible for the SGEI provider to continue its operations in market 
B. 

It is worth observing that this cross-subsidisation means that in order to serve 
consumers in market B, public policy introduces a distortion in market A with the 
result that the quantity supplied in market A is smaller than otherwise and the 
price charged is higher than otherwise. So, public policy that aims to make it 
possible for certain consumers to obtain a SGEI at affordable prices in fact must 
always make such services less affordable than otherwise for other consumers. 
Naturally, the proponents of government intervention for this purpose would argue 



4 The problem of the firm can be expressed as follows: PiQi - ACiQi = AC2Q2 - P2Q2; 
i.e. profits in A = losses in B. The solution is P = Pi = P 2 = (AC1Q1 + AC 2 Q2)/( Qi + 
Q2) 
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that forcing those who can afford to pay a bit more in order to increase the con- 
sumption of those who cannot otherwise afford them is a well worth trade-off. 

We have seen that both in the case of a single market and in the case of geo- 
graphically separated markets (or separated groups of consumers), public policy 
introduces distortions to achieve its objectives. 

In either case, the public policy objective of increasing the supply of the SGEI 
requires that someone pays for it. In the first case, taxpayers bear the cost. In the 
second case, one group of consumers pays for another. In fact, the higher price in 
market A functions just like a tax whose revenue is transferred to the consumers in 
market B. There is always a form of subsidy, overt in the first case and covert in 
the second. 

The next section examines how the distortions of competition may be reduced. 
The natural solution is to consider how the amount of the required subsidy or 
cross-subsidy may be minimised. 



6. Removing competition distortions in the provision of 
SGEI 

The purpose of this section is twofold. First, it identifies an economic solution. 
Second, it examines whether this solution is legally possible under the present in- 
terpretation of Articles 86 and 87. In identifying a solution I will assume that the 
objective of public policy is to provide a certain amount of SGEI at certain pre- 
determined prices. These are the given policy constraints. Naturally, in the ab- 
sence of these constraints there is no economic problem. The supply and the price 
of the SGEI would be set at the level where social marginal costs equal social 
marginal benefits as revealed by demand in each market; i.e. MC = P. Indeed, 
there is an economic and a legal problem because of these constraints. 

The solution in the case of the single market is to offer the subsidy to the most 
efficient producer through a competitive tender procedure. This is in fact the solu- 
tion that was proposed 35 years ago for the purpose of dealing with the problem of 
natural monopoly. As observed long ago by Demsetz (1968) and recently restated 
by Stiglitz (1999), even where a single firm can operate more efficiently in the 
market because of economies of scale, there is no need to tolerate monopoly 
prices. Auctioning the right to operate in the market would result in the selection 
of the firm that would be willing to do so for the lowest possible prices and, there- 
fore, the lowest amount of profit. As shown in Figure 1, the required amount of 
subsidy would decline to the lower cross- shaded rectangle. 

The same solution applies in the case of two or more market segments. This is 
shown diagrammatically in Figure 3. 
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Fig. 3. Choosing the most efficient service provider 

It reproduces Figure 2 with the additional element of the marginal cost, MC a i, 
of a more efficient firm. The incumbent, with MC a 2 , may purchase the services of 
the other firm and in fact make a profit in the process. This is because the 
incumbent needs to be able to earn as much profit as shown by the top shaded 
rectangle in market A. It can then afford to pay any price that can be agreed 
between Pi and P 2 to the other firm. The bottom cross-shaded rectangle represents 
the amount of profit that can be earned by the other firm or the amount of savings 
that can be achieved by the state if public authorities auction the right to provide 
services to the market A. In any case, society as a whole becomes better off be- 
cause it saves the resources shown by the lower shaded rectangle. 

In fact the entry into the market of a more efficient provider affords another 
possibility to public authorities. This is because they can also set the market price, 
P m , at a lower level due to the savings in operating costs. In order not to clutter 
Figure 3, this possibility is not shown in the diagram. 
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6.1 Misalignment of incentives and need for regulatory intervention 

In either case there is a competition problem when a more efficient firm is ex- 
cluded from the market. Since in either situation we can solve the competition 
problem by allowing the more efficient firm to enter the market, we need to ask 
whether this is a feasible solution when the incumbent firm has a legally imposed 
obligation to supply the market. 

This is an important question for the following reason. On the one hand, if the 
incumbent has a legal obligation which is coupled with legal monopoly rights it 
may not want to enter into any agreement with a more efficient competitor. Al- 
though the incumbent may make extra profits in the short-term, as is shown above, 
it may be afraid that in the longer term the government would take away its 
exclusive right. It seems to me that this is one of the unspoken reasons for which 
this kind of arrangements are rejected by incumbent firms. 

On the other hand, if the incumbent has no legal monopoly rights or no 
exclusive rights, no rival firm would be willing to enter into any sub-contracting 
deal that would force it to share its profits with the less efficient incumbent firm. 

We have now a mismatch of incentives so that one or both sides would be un- 
willing to enter into a voluntary agreement. The government, therefore, would 
have to step in. But in principle at least, this is no obstacle to injecting more com- 
petition in the markets for SGEI. The distortions to competition are created by the 
granting of state aid or by the granting of exclusive rights or by the assignment of 
SGEI obligations to inefficient firms. Therefore, the solution is to identify the 
most efficient provider of the SGEI in question. As I mention above, auctioning 
the right to supply the market or using some other open selection procedure (e.g. 
tender) is the best way to ensure that the provider who is eventually chosen is the 
one with the lowest operating costs. 

Public authorities may also impose an obligation on the incumbent to enter into 
supply agreements with third firms. This is the norm now in liberalised markets 
such as those for telecoms and electricity distribution. Regulatory authorities in- 
tervene when firms cannot reach agreement or when the incumbent is demanding 
an excessively high entry fee. 

Perhaps a word of caution is necessary at this point. The recent experience with 
the auctioning of third generation telecommunications licences suggests that firms 
can also make errors in their calculations about expected profits. The conse- 
quences of such costly mistakes are born by their shareholders but if these mis- 
takes threaten the viability of large providers of SGEI the taxpayers may in the 
end have to bail them out through public subsidies. In this case, solving one policy 
problem (auctions to reduce competition distortions) creates another policy 
problem (bailing out large failing companies). 

I think, however, that this possibility should not detract us from the conclusion 
that adopted policy measures should in principle aim to minimise the impact on 
competition. The fact that companies over-bid for telecoms licences does not 
mean that we should tolerate distortions in the provision of electricity, water, 
transport, etc. 
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6.2 Additional distortions from appointing SGEI providers through 
closed procedures 

To understand better the consequences of not using an open procedure for the se- 
lection of SGEI providers, we need to consider what may happen to the allocation 
of resources when a firm is given the right to supply the market at the exclusion of 
its competitors. 

Figures 1 to 3 show the static welfare losses. It is said that the biggest benefit 
from a monopoly is the “quite life”. This is understood in economics to mean that 
the monopolist is under no pressure to reduce its costs or contain their increase in 
the longer term. It is also under no pressure to innovate and make investments. 
These are the dynamic costs of monopoly, which are reflected in lower 
productivity and lower rate of innovation. 

On the other hand, economic theory recognises that firms have to be given in- 
centives to invest in new technologies. Indeed, this is the heart of the regulatory 
dilemma that I explained at the beginning of this section. The regulator has to set 
prices at a level where profits are not excessive but at the same time not too low 
because the regulated firm should have incentives to invest. No firm would invest 
and assume risk when it knows that any future profits will be taken away by the 
regulator. 

Therefore, the problem that is identified below must be understood to be in 
addition to those caused by the regulatory process itself. My intention here is to 
examine one particular dynamic problem of how a firm may use its SGEI-related 
activities in one market to gain an unfair advantage in another. 

Consider the case of a firm that receives subsidies to provide a SGEI in market 
M. Also assume that the revenue it earns plus the subsidy it receives just cover its 
costs, including variable and fixed costs. The same firm also intends to provide a 
related product in another market called C. The second market is open to compe- 
tition so other firms also operate in that market. The situation is shown in Figure 
4. The price in market M is fixed by public authorities, while the price in market 
C is determined by the competitive interaction between different firms. To facili- 
tate the presentation of the problem I have made the activities of the firm in 
question in each market to be of equal size. If the firm supplies only market M, it 
receives a subsidy whose size is also shown in Figure 4. Assume that the subsidy 
is half the amount of the firm’s fixed costs. The other half of the fixed costs plus 
all the variable costs are covered by the revenue it earns in market M. 

Assume now that the firm enters market C. Under the conditions described 
above, it can sell its product in market C and make a considerable amount of profit 
because the price that prevails after its entry more than covers its variable costs. 

The firm can also reduce the price it charges in market C down to the level 
where it just covers its variable costs. Other firms will naturally claim that this is 
unfair competition because the firm charges no fixed costs to the product it sells in 
market C. Please note that in economic theory there is no general prescription of 
how fixed costs should be allocated. The “Ramsey” rule only says that prices of 
multi-product firms should be inversely proportional to the elasticity of demand. 
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Fig. 4. Cross-subsidisation 

This entails that a proportionately larger share of fixed costs is borne by 
products whose price is inelastic. See the classic analysis by Baumol and Bradford 
(1970). 

If the firm allocates its fixed costs in proportion to the size of its variable costs 
in each market, then it will have to attribute half of its fixed costs to sales in mar- 
ket C. Since the total cost in market C will be higher than the post-entry market 
price, it will not be able to compete and will have to withdraw. But this means that 
prices in market C remain at a level higher than they would otherwise. For two 
reasons, this is a misallocation of society’s resources. First, prices remain higher 
in market C. Second, if the firm is allowed to use some of the revenue it earns in 
market C to cover some of the costs in market M, a lower subsidy would be re- 
quired to support the supply of the SGEI in market M. 

I believe that this conclusion holds only in a static context. In a more dynamic 
context the ability of the firm in question to allocate its fixed costs to the subsi- 
dised activity in market M can damage competition in market C. This is because 
any firm of equal efficiency will not be able to enter market C. This holds even if 
the incumbent is forced to allocate a proportionate share of its fixed costs to sales 
in market C. Indeed, EU law does demand such a proportionate allocation of fixed 
costs. 

To understand why this is so, suppose the variable costs of the incumbent in 
market M increase by 10%. This means that the new total costs (variable plus fix 
cost) in that market will rise to (l.lVm + F). If the revenue in that market stays 
constant, the subsidy will have to increase to cover the extra costs. If we assume 
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that fixed costs, F, are allocated between the two markets in proportion to the size 
of the operations of the firm in the two markets and that size is given by its 
variable costs, then the allocation of fixed costs to market M will be Fmi = F x 
(l.lVm/(l.lVm + Vc)), where subscript 1 indicates the costs after the increase. 

It follows that Fm! > Fm, i.e. F x (l.lVm/(l.lVm + Vc)) > (F x (Vm/(Vm + 
Vc))). This firm, by doing nothing, just allowing its inefficiency to rise in the 
market where it receives a subsidy, all of a sudden becomes more competitive in 
market C which is open to competition. I repeat, this result holds even if the firm 
is forced to allocate its fixed costs proportionately between the two markets. We 
now arrive at the paradoxical result that inefficiency is rewarded by public policy! 
In two other papers I explain in more detail how we can arrive at such paradoxical 
outcome. See Nicolaides (2002a and 2002b). 

We should note that when the firm holds a dominant position in the EU market, 
cross-subsidisation of a competitive activity by an activity which is closed to 
competition would constitute abuse of dominance and would be contrary to 
Article 82. A firm that has a legal monopoly that extends across the territory of a 
member state would normally be found to be dominant in the common market. 
But under the conditions described above where the price charged in market C ex- 
ceeds variable costs plus an appropriate portion of fixed costs it would not be re- 
garded as abusive. It would, therefore, escape the prohibition of Article 82. Com- 
petition policy is incapable of preventing this kind of distortion to competition 
caused indirectly by subsidies to providers of SGEI. Not only do they escape the 
net of competition policy through an explicit exception, they escape its reach for a 
second time when subsidies allow them to use increases in the costs of providing 
the SFEI to reduce the portion of fixed costs they allocate to competitive services. 

Had the public authority concerned chosen the provider of the SGEI through a 
competitive open procedure, the amount of subsidy would have been fixed at the 
outset to the minimum possible level. The chosen firm would not have been able 
subsequently to exploit any rise in its costs of the SGEI. As the subsidy would 
have been capped the firm would suffer losses. This is precisely the reason why 
economics has no rules on the allocation of fixed costs. In order to gain an advan- 
tage in one market simply by reallocating costs, a multi-product firm must appor- 
tion a bigger share of those fixed costs to another market. But then it would be- 
come vulnerable to entry by competitors. The threat of or actual entry is the disci- 
plining factor that ensures that only truly efficient firms survive. This discipline is 
absent when providers of SGEI are shielded from competition. 

In the remaining of this section I will examine whether it is legally possible un- 
der the present EU rules to oblige public authorities in the member states to use 
auctions or other competitive procedures (e.g. tenders) to select the providers of 
SGEI. 



6.3 Re-interpreting Article 86 

We saw earlier in section 4 that under the current interpretation of Article 86, 
member states are allowed to confer special or exclusive rights. Moreover, in the 
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case of SGEI, they are allowed to exclude competitors so as to enable the 
designated providers of SGEI to break even. Indeed there is some logic behind the 
rulings of the courts in this respect. If a firm is legally mandated to provide SGEI 
and suffers losses because of cream-skimming by competitors, how can it then 
carry out the tasks assigned to it by law? 

One response could be that it should be allowed to go bankrupt. After all, that is 
the ultimate risk facing every other firm in the market. Why should some firms be 
protected from that ultimate penalty? The answer, of course, is that if it is forced 
to leave the market, then no one will provide services to the higher-cost segment 
of the market or the services that are provided to some groups or regions will be 
less and more expensive than otherwise. That would be contrary to the aims of 
public policy. 

Another response could be that the designated SGEI provider should try to be 
as efficient as any other firm. Indeed it can try to raise its efficiency, but it will 
always be lumbered with costs that no other competitor has to bear. This is be- 
cause it has to serve the high-cost segment of the market. 

Understandably, therefore, the judges have concluded that the only way for 
member states to achieve their policy objectives with respect to SGEI is to restrict 
competition. This, however, is the wrong conclusion. As we have seen earlier, a 
superior arrangement is for the incumbent to procure the services of the more effi- 
cient firm. 

We also saw earlier that it is quite possible that neither the incumbent, nor the 
competitor may have any incentive to enter into any such voluntary agreement. 
Nonetheless, I do not think that this presents an insurmountable problem. Article 
86 is addressed to the member states. The member states can always take away 
rights they confer in the first place. Or, they can require the firm using those rights 
to sub-contract to other firms that offer to provide services at lower prices. Regu- 
latory authorities in the area of telecommunications, for example, routinely inter- 
vene to compel incumbent operators to grant access to their networks to rival 
firms. 

The question that arises is whether indeed the EU has the power to ask member 
states to intervene in such a way. Again, I think the answer is yes. Article 86(2) 
exempts providers of SGEI only to the extent that the distortion to competition is 
necessary and only up to a point where trade is not affected to an extent that would 
be contrary to common European interest. 

But we have seen that the distortion is not disproportional and, therefore, to a 
certain extent unnecessary when another firm can be sub-contracted to provide 
services more cheaply. In addition, trade must in such a case be necessarily 
affected to an unwarranted extent because entry and, consequently, supply are 
overly restricted. This is contrary to the requirements laid down by Article 86(2). 

I have mentioned sub-contracting here because in this way the incumbent is not 
forced to leave the market. If that were the case it could legitimately complain that 
it is not allowed to carry out legally mandated tasks, something for which it may 
be held liable. However, there is nothing preventing member states from using an 
open selection procedure in the first place, instead of assigning public service 
tasks only to certain firms by law or via a closed procedure. 
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The re-interpretation I am advancing here is not particularly novel. It has 
appeared in a different context, in the form of the doctrine on “essential facilities”. 
The holder of an exclusive right to supply a certain SGEI may be thought of as 
operating an essential facility. All competitors need its permission in order to enter 
the market. 

It is now well-established that access to essential facilities which are controlled 
by a dominant undertaking (whose dominance may have been created by an exclu- 
sive right legally conferred by the government) may not be refused or granted on 
less favourable terms than those that apply to the use of the facilities by the owner 
(Magill, C-241/91; Bronner, C-7/97). This means that the owner or manager of the 
essential facility may charge a fee to users of the facility, who may be competitors. 
The fee has to reflect the costs of granting access to that facility. 

Typical essential facilities that have been dealt with have covered sea ports, 
airports, railways, telecommunications networks, pipelines, computer reservation 
facilities and cross-border credit facilities. 

An essential facility is not necessarily that whose use would allow entry into 
the market at a lower cost than otherwise, nor is it the facility which is needed by a 
certain firm. It is that facility whose unavailability makes access impossible or 
seriously uneconomic or that which is generally needed by all competitors. 

Access to an essential facility may be refused only for objective reasons. The 
main reasons that have been recognised in the case law as being objective are po- 
tential damage to the system, unavailability of sufficient network or system ca- 
pacity or exclusive exploitation of own intellectual property rights. However, even 
such reasons may not provide sufficient justification for exclusion if the damage 
which is caused to competition by exclusion is significant. In this situation the 
essential facility may have to be shared with competitors. 

It is not an objective reason to discriminate against a user of an essential 
facility, who may be a rival firm, on the basis of how that firm intends to use the 
facility. In particular, the pricing of access (through access charges) should be 
done on the basis of real/actual costs rather than the nature of the intended use. 
But it is permissible to charge different prices for different intensities of use of the 
facility. 

To conclude the analysis of Article 86, it seems to me that once other institu- 
tional arrangements are taken into account (such as sub-contracting), it is possible 
both to remove the restrictions on market entry and competition and to allow the 
incumbent with the legally binding public service obligation to remain in the mar- 
ket and break even. But, member states may also choose to assign the obligation 
and the rights that come with it to the most efficient provider through an open pro- 
cedure. 



6.4 Re-interpreting Article 87 

Under the prevailing interpretation and application of Article 87 on state aid, sub- 
sidies or other aid to compensate undertakings for the extra costs imposed on them 
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by public authorities are not regarded as state aid, regardless of the efficiency of 
the beneficiaries in relation to their competitors. 

But as explained above, the problem with this approach is that it weakness the 
incentives to firms to keep costs low. It weakens the discipline imposed by the 
market on firms to keep their costs at least as low as those of their competitors. 
Even worse, this kind of state aid may enable firms to expand into adjacent mar- 
kets without being caught by any of competition rules. 

Advocates General of the European Court of Justice have tried to grapple with 
this problem by creating more narrow definitions of the kind of subsidies that may 
escape being classified as state aid (see the Advocates General’s opinions in the 
pending cases of Altmark Trans, C-280/00 and GEMO, C- 126/01). Such narrower 
definitions may solve the legal problem but will not solve the economic problem. 
There will still be a distortion to competition irrespective of whether the compen- 
sation falls outside Article 87(1) and irrespective of whether the compensation is 
found to be state aid but then exempted under Article 86(2). 

Under the assumption we made earlier that state aid may be used to support 
supply of SGEI, the only solution to the economic problem of minimising the 
distortion to competition caused by this kind of state aid is to minimise the amount 
of state aid that is eventually granted. As in the case of Article 86, the solution in 
the case of Article 87 is to rely on auctions or open procedures. 

Before examining how such open procedures may be used to minimise the 
amount of state aid necessary, I want to explain why the prevailing interpretation 
of the application of state aid rules to compensation for the extra costs of SGEI is 
faulty. Remember that the Court in Ferring implied that this kind of compensation 
merely eliminates competitive disadvantage. For a public measure to be classified 
as state aid, it must, among other things, confer an advantage to certain 
undertakings that they could not obtain under normal market conditions. I will ex- 
plain that far from restoring a level playing field, compensation as currently done 
strengthens anti-competitive advantages. 

The first fault is that, unless the public service obligation is imposed on a cer- 
tain firm explicitly, any disadvantage may be avoidable. The firm concerned may 
choose not to supply the SGEI in question. There is no difference between this 
situation and other instances of state aid where firms receive aid to carry out more 
investment, training or research. In some cases perhaps firms could be completely 
unwilling to provide the SGEI. But how do public authorities know that such un- 
willingness would prevail in each and every case? They do not. So, they may be 
subsidising something that firms could do voluntarily. Even if the total costs allo- 
cated to the SGEI through accounting methods exceed the revenue from the SGEI, 
how do public authorities know that beneficiary firms have not simply re-allocated 
fixed costs, as in Figure 4, so that the accounting costs of the SGEI exceed its true 
incremental costs? Again, they do not. 

More importantly for legal purposes, what is the difference between the extra 
costs of public service obligations and other costs imposed by the normal regula- 
tion of businesses, such as the obligation of lenders or insurers to have a cooling 
off period during which borrowers or clients can brake off contracts without 
penalty, the obligation of food manufacturers to maintain high levels of hygiene. 
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the obligation of airlines to compensate passengers for cancelled flights or the ob- 
ligation of employers not to fire under-performing workers without first giving 
them one or more warnings. All these regulations add to the costs of doing busi- 
ness. Yet, firms voluntarily enter these industries without obtaining state aid. It is 
not clear to me at all why classification of an obligation as a public service 
mission justifies granting of public aid which is not state aid while public aid to 
relieve costs imposed by other regulations is regarded as state aid. 

The second fault is the opposite of the first. The problem above is that firms by 
allocating their fixed costs to the subsidised activity they can justify receipt of aid 
to cover seemingly higher costs. There is a problem, however, when through 
shifting of fixed costs, firms can artificially reduce the costs of other activities. 
Beneficiary firms, even when they cannot avoid the public service obligation, can 
turn the seeming disadvantage into a surreptitious advantage in supplying related 
services. Since state aid rules do not prohibit an firm receiving state aid from en- 
gaging in other activities, subsidised suppliers of SGEI can always expand into 
related but apparently non-subsidised activities. Current enforcement of Article 87 
cannot prevent these problems because firms have much discretion in how they 
allocate their fixed costs among their various activities. There are several credible 
accounting methods for doing so (see the explanation earlier in relation to Figure 
4). 

These problems are compounded by the fact that the amount of compensation 
allowed under state aid rules is open-ended, as long as it remains below the 
amount of the extra costs of the public service obligation. As in the case of Article 
86, the way to avoid these problems is to impose a ceiling on permissible state aid. 

Can auctions or other open procedures minimise the amount of state aid? I 
think the answer is yes. When firms bid for the right to provide a SGEI and obtain 
the related subsidy they can win only by asking for as small a subsidy as possible. 
They have a strong incentive to minimise both the variable and fixed costs of the 
SGEI. This means that they will be allocating fixed costs to other activities, rather 
than shifting them to the subsidised operations as was the case above! 

Another important advantage of open procedures is that once a contract is won, 
the amount of the subsidy is fixed. Firms may be able to raise their profits by re- 
ducing their costs by a greater degree than the authorities expected. But this is not 
so bad because it would mean that those firms become more productive and use 
resources more efficiently. If, by contrast, their costs rise faster than they ex- 
pected, their share holders will have to bear the losses and would naturally take 
measures against the management of the firms. In either case it is unlikely that the 
firms that receive the subsidy would be able to use it to cross-subsidise adjacent 
operations and gain an unfair advantage over their competitors. 

Can the use of open procedures be demanded from the member states? Again, I 
think the answer is yes, even without revising the present state aid rules. The 
Commission should only re-interpret it as I am suggesting here. The reason being 
that any direct allocation of aid cannot be presumed not to distort competition and 
confer a selective advantage to the recipient firm. 
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6.5 The special case of tax incentives 

Before concluding the analysis in this section, we need to consider the case of tax 
incentives. The public aid which is granted to compensate providers of SGEI takes 
mainly two forms: either direct subsidies (grants) or reductions of tax liability. 5 So 
far we have looked at direct subsidies. This was, for example, how Spain compen- 
sated a company that provided maritime transport services between the mainland 
and some islands (see Commission Decision 2001/156 on aid granted to Trasmed, 
OJ L57, 27/2/2001). For the sake of completeness we also need to have a closer 
look at tax reductions. 

There are two kinds of tax reductions: exemption from profit or income tax and 
exemption from sales tax. Consider first the exemption from profit tax. This kind 
of tax applies only when a firm makes profit. That is, its revenue must exceed its 
costs. But in this instance, the firm in question is “compensated” before it receives 
aid. Even if the public service obligation raises its operating costs, it still makes a 
profit. Any aid, therefore, is unnecessary. 

In the opposite instance where its costs exceed its revenue, it will make no 
profit. But now relief from profit tax is useless. So we see that when profits are 
positive, exemption of profit tax is unnecessary and when profits are negative, 
exemption from profit tax is ineffective. 

Consider now reductions of sales tax. That was the situation in Ferring. Manu- 
facturers of pharmaceutical products had to pay a special sales tax. This means 
their profits before income tax were: 7r = R - Rt - C 

Wholesale distributors were exempted from the sales tax. The Court concluded 
that as long as the amount of the sales tax was less than the extra costs incurred 
due to the public service mission (i.e. Rt < C), then there was no state aid. On the 
face of it, relief from sales tax appears to be different from relief from profit tax. 
This is because, as long as its revenue exceeded its costs, the profit tax was irrele- 
vant to the decision of a firm whether to enter the market or not. It still made a 
profit in an economic sense (i.e. costs include the opportunity cost of capital). By 
contrast, the firm has to take into account the amount of the sales tax because it 
reduces directly its revenue. 

Even under these conditions, note again, that public authorities do not know 
whether a firm would make profit even after paying the sales tax and, therefore, 
would voluntarily enter the market without asking for any state aid. If (R - Rt - C) 
> 0, the aid is unnecessary. It follows that the necessary amount of aid is not that 
which compensates the firm for all its extra costs but that which merely returns it 
to profitability. To see the difference assume that (R - C) > 0, but (R - Rt - C) < 0, 
while the condition imposed by the Court holds, i.e. Rt < C. 



5 The Commission’s (2003, p. 26) Green Paper identifies four relevant financing mecha- 
nisms: direct subsidies or tax reductions, special or exclusive rights, contributions by 
companies into a universal service fund and tariff averaging. Apart from contributions to 
a fund and tax reductions, the other mechanisms have been examined earlier. This paper 
ignores contributions to a fund because of its relative rarity; in the case of telecoms only 
two countries use it, France and Italy. 
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Since the tax is less than the extra cost, the European Court of Justice would 
count the whole of the tax, Rt, as non-state aid. But this may be too much. The tax 
reduction which is truly necessary is only that which returns the firm to 
profitability (i.e. R = C). It follows that the amount of the required subsidy, S, is S 
= Rt - (R - C), which is less than Rt. 

Once more we see that compensation of firms without regard as to whether they 
would voluntarily serve the market or not, in fact results in over compensation. 
This must distort competition between firms and give an advantage to those firms 
that need state aid less than others! Our conclusion, therefore, must be that this 
form of aid is state aid within the meaning of Article 87(1) for the reason that 
public authorities do not know whether they grant an unnecessary advantage. 

But suppose that the tax liability of the firm exceeds its extra cost, i.e. Rt > C. 
There is still a problem. The amount of subsidy, S, that can be claimed by the firm 
is now equal to C. This means that between two firms that have equal tax liability 
because they have the same amount of sales and generate exactly the same amount 
of revenue, the less efficient firm with the higher costs will receive a larger sub- 
sidy. The competitive advantage of the more efficient firm is reversed! The total 
expenses of either firm is the sum of the operating costs and tax liability; i.e. (Rt + 
C). Since they obtain a subsidy which is equal to the costs of providing the SGEI, 
the net expenses are (Rit - Ci) for the first firm which is assumed to be more effi- 
cient and (R 2 t - C 2 ) for the second firm. Since (Ci < C 2 ), the more efficient firm 
will end up paying a larger amount of tax. 

The situation gets worse if these firms also provide other services not subject to 
public service obligations. If the costs which we considered above also include a 
share of the fixed costs to be borne by the SGEI, it means that the less efficient 
firm will be able to have a larger proportion of its fixed costs subsidised by in- 
cluding them in the extra costs of the SGEI. In the process it strengthens its com- 
petitive advantage in an adjacent market. We are now in the situation described in 
Figure 4. State aid for one service distorts competition in the market for related 
services. Since this kind of state aid cannot be presumed to restore competitive 
advantage, it must fall within the scope of application of Article 87(1). 

The remedy to these problems is to auction the obligation (or contract) to pro- 
vide the SGEI in question together with the minimum required amount of subsidy. 
Firms would have an incentive to ask for the lowest amount of subsidy. At present 
they ask for the maximum permitted by law. The minimum which is economically 
necessary is certainly not the same as the maximum which is legally allowable. 



7. Conclusions and recommendations 

This paper has shown that services of general economic interest occupy a special 
position in the economies of the member states of the European Union and in the 
framework of the EU itself. These services are extensively regulated and govern- 
ments take measures to ensure their uninterrupted availability to citizens at 
affordable terms and prices. 
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The providers of services of general economic interest may also, under certain 
conditions, be exempted from the competition rules of the EU that normally apply 
to all enterprises regardless of economic sector. This exception appears to have 
widened as a result of recent decisions of the European Court of Justice. 

There is now intense political debate in the EU on how SGEI should be treated 
in the future, whether they should receive public funds, whether they should con- 
tinue to be subject in principle to the rules of competition and whether they should 
be exempted more explicitly and widely than at present. Certain member states 
and most operators of SGEI believe that the application of competition rules is not 
as clear as it should be and that compliance with those rules hampers the provision 
of SGEI. Others support a more rigorous enforcement of competition rules. The 
European Commission has not yet clarified its own position but it appears to fa- 
vour the definition of a more transparent exception. 

The paper has examined how competition rules impact on the provision of 
SGEI and proposes a different interpretation of Articles 86 and 87 so that public 
policy objectives can be achieved as efficiently as possible. 

The paper began with a review of the various definitions of SGEI and the rea- 
sons why they are perceived to be so important in modem societies. It then 
investigated how competition rules may affect the ability of SGEI providers to 
reach citizens. In this connection, it also reviewed extensively relevant 
Commission decisions and Court rulings. 

In view of the weaknesses it has identified in the current practice on SGEI, the 
paper proposes a different approach to treating SGEI providers under competition 
rules. This approach leads to a more efficient allocation of resources, given the 
constraint that the public policy objective of reaching citizens is preserved. 

The proposal is rather simple. Both competition rules and public policies aim to 
raise the availability of SGEI. This aim can be most effectively achieved by 
enabling the most efficient and productive operators to enter the market, rather 
than exclude them through the granting of exclusive rights or subsidies to less 
efficient operators. The paper has explained why auction or open selection proce- 
dures are much more appropriate in selecting efficient operators than conferring 
exclusive rights or direct subsidies to certain enterprises. 
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A New Era of Competition Under the Guidance of 
the Court of First Instance 



Spyros A. Pappas / David Demortain 



Executive summary 

The Commission faced unprecedented criticism during 2002 with the successive 
annulments by the Court of First Instance of the European Communities (CFI) of 
three of its decisions concerning major mergers. Although the CFI had always 
formally been the review body for all Commission decisions regarding mergers , 
this review had seldom been exercised with such severity and rigor. Rather than 
drawing conclusions on the changes that these judgements are likely to bring to 
the doctrine and methodology of merger control by the Commission, this paper 
seeks to analyse whether these judgements will remain seen as "accidents” or will 
continue to symbolise a major change. If so, in what sense? 

The succession of three judgements seems to imply that there is more behind 
these cases than particular mistakes regarding specific situations. Of paramount 
importance in the judgements is the fact that the CFI questioned more than the 
handling of the procedures and the doctrine on which the decisions were based. 
The CFI looked into the way the Commission selects data and proceeds to the 
interpretation. In this respect, it put into question the ability of the Competition 
Directorate General (DG) to cast itself in the role of judge by recalling that it may 
lack the analytical capacity and clearsightedness that is required by the decision- 
making on more and more complex merger cases. Thus, the CFI implicitely in- 
stalled itself in the position of the ultimate judge. 

The political system of the European Union is familiar with fierce oppositions 
between institutions. The judgements are yet another illustration of those. The 
impact of the judgements may lie in the weakening of the tendency the Competi- 
tion DG had to think of itself as having the upper hand, if not the unique authority, 
over matters of competition. Hence the necessity to treat competition like other 
policies, through collegiality and networking of a variety of principals, appears as 
the expression of a new era as much as a possible way out for the Commission. 
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1 . Introduction: The Court judgements in a political 
context 

It is clear that competition policy, foreseen in the original treaties, further 
developed in the secondary community law, and implemented by the European 
Commission, has been of paramount importance to European integration. Never- 
theless, with the exception of democracy, no institution in the organisation’s 
history has proved to be eternal. It is certain that ways of thinking and acting, in 
other words behaving, change with the passage of time. After more than 40 years 
of (constructive) competition policy’s predominance among community policies, 
an objective assessment and reforms will be vital to ensuring the policy’s 
continued effectiveness. By now, The European Union is more than the Internal 
Market and the unilateral implementation of the competition rules. The Competi- 
tion Directorate General of the Commission is no longer the primus inter pares, 
among the other departments of the Commission. In fact, it is one of the 
Commission’s services, responsible for acting in a quasi-juridicial manner by duly 
taking into account the views of all parties in a reasoned and non discriminatory 
manner, while remaining subject to the effective juridical control of the Court of 
First Instance (CFI). Those are some of the signals issued recently by the CFI. 

On the 22 October 2002, the CFI annuled the Commission’s decision to pro- 
hibit the merger of the two companies Schneider and Legrand 1 . The Court of First 
Instance based its decision on the grounds that the Commission’s factual analysis 
of the transaction’s impact on the relevant national product markets outside of 
France was in fact erroneous and contradictory. Secondly, the Commission was 
blamed for not respecting Schneider’s right of defence. This judgement came five 
months after the Airtours judgement in which the Commission was bluntly 
corrected 2 . The Commission’s decision concerned the merger of two tour opera- 
tors, Airtours and First Choice. There CFI judgement was based on three factual 
grounds: the Commission was wrong in concluding that the major tour operators 
would be prompted to collude after the merger ; secondly, the Commission did not 
manage to demonstrate the existence of adequate retaliatory mechanisms, thought 
of as a condition for the existence of collusion (punishment mechanisms would be 



1 Case T-3 10/01, Schneider Electric v Commission. 

2 Case T-342/99, Airtours v Commission. 
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used by dominant companies against other companies tempted to depart from the 
collusive common policy). Thirdly, the Commission failed in its analysis of com- 
petitors’ power to respond to collusion by the dominant companies. This judge- 
ment mirrors a previous case concerning the merger of the packaging companies 
Tetra Laval and Sidel 3 . The CFI there held that the Commission made a number of 
obvious mistakes in the following areas: inflated growth projections; the pre- 
sumption that the merged entities would engage in the abuse of dominant position; 
the implications of Tetra’ s behavioural obligations stemming from prior 
Commission decisions; eventually, the strength of Sidel’ s competitors on the mar- 
ket for packaging equipment. 

By coincidence, these judgements were released while Commissioner Mario 
Monti was reforming merger control tools and policy. As he put it, “the judge- 
ments came at the right moment”. Indeed, the judgements were released in the 
midst of important debates concerning DG Competition and the way it handles 
merger cases. The Commission reacted quickly to this exceptional series of 
judgements which are detrimental to its reputation and which questioned the 
quality of its decisions. As a matter of fact, the handling of these judgements was 
imperative for the Commission in order to save face and defend its authority : “we 
should not allow these setbacks to disturb our view of the Community’s merger 
control policy” said the Commissioner. Mario Monti actually used the judgements 
as an opportunity to legitimise and deepen the merger reform. The extent to which 
the reform of the Merger policy will be inspired by the aftermath of the Court’s 
judgements is not clear at present. The reform of the merger policy began much 
before the Court published its judgements. In principle, its objectives were inde- 
pendent from the content of the three cases. 

Although these cases have been largely commented upon, several important 
conclusions should be emphasised. Particular areas of importance include the 
Competition Directorate General’s “authority” both within the Commission and in 
its multiple relations with external actors. 



2. Analysis of the judgements: What will be the impact ? 

The procedural questions are not the most salient ones in any of the three judge- 
ments. Only in the Schneider-Legrand case has the Commission’s decision been 
overruled on procedural grounds. In that judgement, the CFI upheld Schneider’s 
plea and came to the conclusion that the statement of objections did not fully 
allow Schneider to assess the full extent of the competition problems identified by 
the Commission. While the Commission argued that it had no time to assess the 
remedies proposed by Schneider in the second place, the CFI found that the 
Commission did not provide the opportunity to offer appropriate commitments. It 
is precisely on these grounds that the Commission decision has been annuled. 
However the CFI also left aside several additional pleas made by Schneider re- 



3 Case T-5/02, Tetra Laval v Commission. 
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lated to other procedural questions. Likewise, the Court stated that the 
Commission acted reasonably or on its own rights in both Airtours and Tetra 
cases. 

At the same time, the CFI dismissed several pleas by Schneider and by Tetra 
Laval based on procedural grounds. The CFI may have decided to leave these 
concerns aside in order to balance with the weight and depth of its substantive 
criticism (Wilmer, Cutler and Pickering 2003) Indeed, the CFI has been tough on 
the assessments made by the Commission. The CFI identified errors in the 
assessments of the market, of the potential for retaliation and of the reaction of 
competitors and consumers, three of the pillars of the Commission decision. In the 
Schneider case, the error made by the Commission concerned the assessment of 
the impact of the merger on the national product markets other than France. 

The contention of this paper is that the novelty of these judgements lies in the 
fact that the Commission has not been contradicted on the grounds of the proce- 
dural handling of the cases but merely because of the way it has demonstrated its 
points and used data. As Mario Monti stated, “it is clear that the Court is now 
holding us to a very high standard of proof’. It is worthy of noting that there is no 
precedent in the fact that the Commission was contradicted in its assessment and 
analysis of factual evidence three times in a row, while the Court accepted that it 
scrutinised a conglomerate merger under the Merger Regulation. In that regard, 
the common aspect of the three cases is the criticism of the Commission’s modes 
of assessment and analytical capacity rather than procedural matters. 

The respective authority of the Commission and of the Court is, of course, le- 
gally and formally defined. However, the “brutal language” and summations that 
the CFI used in its judgements, added to the fact that the review of the 
Commission decisions has been “mercyless”, leaving no point aside, is a signal of 
how the supervision and review of Commission decisions might be carried out in 
the future. The CFI reviewed the Commission’s decisions in detail and recalled 
some of its past judgements such as in the Genvor vs Commission case. The 
Airtours case, for instance, shows the CFI willingness to finally check the 
substance and act as an independent review body. This turn implies a considerably 
important change. Hence, the following question arises: what will be the impact of 
the Court annulments of Commission decisions on its authority? More precisely, 
how will it affect the reform of the merger policy and the pursuit of the 
Commission’s goals in the enforcement of competition policy in general? 

Turning to substantive matters, one may ask how whether the Court’s decisions 
brought clarity to the process? For instance, the problem of collective dominance 
was scrutinised in the Airtours judgement. According to Massimo Motta, the 
Commission extended “collective dominance” in its decision to the point of in- 
cluding unilateral effects and not only co-ordinated ones (Motta 2000). The 
Commission believes that there is no need for the undertaking in question to ex- 
plicitly agree or enter into concerted practice to find evidence of potential collec- 
tive dominance. What matters is the fact that the market structure and the 
behaviour of the undertaking, including individual behaviour, are conducive to 
anti-competitive oligopolistic outcomes. Airtours also submitted a similar idea : 
the absence of retaliation mechanisms was not considered by the Commission, 
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while such absence backs up the interpretation that there is no collective domi- 
nance. 

From the moment that the Commission finds that it can look into individual be- 
haviour beyond agreed or co-ordinated practices, the need to have an effective or 
strict punishment mechanism should also be lifted. The Commission argued that it 
was “incorrect to speak of ‘punishment’ in the case of ‘deviation from the tacit 
agreement’ since in the present case, no agreement exists”. In any event, the 
Commission does not dispute that a situation of oligopolistic dominance requires 
there be a real risk of retaliation or long-term adverse consequences for an opera- 
tor that departs from the parallel conduct adopted by members of the oligopoly. 
However, the notion of punishment used by the applicant is incorrect, since it im- 
plies that sanctions are taken by the other operators or ‘parties’ to the ‘agree- 
ment’.” More precisely, the Commission refused to consider that the types of 
punishment or retaliation mechanisms matter in the assessment. The Commission 
does not take into account the specificity of the punishment mechanism as a valid 
argument in the demonstration of a collective dominance. 

The CFI described this as an “ambiguous approach”. In effect, the assessment 
of economic data becomes all the more important and subtle as the Commission 
leaves aside clear-cut criteria such as the existence of agreements, or concerted 
practices or “strict” retaliation mechanisms. This is in contradiction with the con- 
sensus in economic theory that a credible retaliation mechanism is necessary in the 
framework of a co-ordination policy between undertakings in order to control the 
temptations of individual companies to cheat. The CFI therefore rehabilitated 
these criteria and went further to lay the burden of proof on the Commission. 

The CFI also contradicted the Commission’s analysis of the merger’s conse- 
quences for fringe players and potential competitors. The Commission determined 
that fringe players and competitors must be able to increase their capacity in a 
sustained manner in order to offer a real competitive challenge. The Commission 
estimated that this would not be possible as competitors will not be able to counter 
the dominance effects of the merger. The CFI did not use the same criteria as the 
Commission but said that competitors’ situation must be viewed globally : if com- 
petitors, taken as a whole, can withstand the merger, it means that the dominance 
is relative. It is not a matter of individual undertakings being able to increase their 
capacity and challenge the larger players. 

The CFI’s approach is economically sensible. At the same time, unless the 
Commission manages to sustain that the judgement must remain specific to the 
Airtours case, it is likely to deprive the Commission of one of its levers for pro- 
hibiting mergers. In any case, the judgement reinforces the requirement of preci- 
sion and rigour in the collection and analysis of facts when it comes to the position 
of fringe players, potential entrants and consumers. 

These various points are of great importance because they are likely to modify 
the doctrine applied to merger cases in the long run. However, this does not seem 
to be guaranteed. Commentators of the decision challenge the idea that the CFI 
judgement represents a major turn and will have an impact (Nikpay and Houwen 
2003). Furthermore, as already pointed out, some uncertainty remains after the 
judgements. The CFI for instance did not solve the issue of unilateral effects 
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cases. To what extent can the doctrine be applied to these cases? Likewise, it is 
unclear as to which evidence the Commission is required to use. The judgement 

“ as such leaves a number of issues unanswered and provides the Commission 

with sufficient freedom to develop its interpretation of the scope of application of 
the doctrine.” (Nikpay and Houwen 2003: 193). 

Other points were addressed in the two other cases but both cases confirm that 
the CFI now pays a lot of attention to the factual record built along the process and 
the analysis carried out by the Commission. The Airtours judgement was based on 
discrepancies between the Commission and the Court on matters of principles : 
collective dominance and retaliation mechanisms in particular. The Schneider and 
Tetra cases are less cases of disagreements on the doctrine than on the factual evi- 
dence. The CFI went back to the statement of objections from Tetra Laval and 
third party studies in the Commission’s file that the Court requested before the 
oral hearing (Wilmer, Cutler and Pickering 2003) 

It is not certain what the impact will be on the Commission’s practice and 
modes of assessment. At first glance, this will depend on how much of the CFI 
judgements are taken up in the reform of the merger policy and, hence, how the 
judgements are interpreted by DG Competition. Commissioner Mario Monti 
seems to believe that there are lessons to be drawn. Changes will likely be made 
because the CFI doeshold the Commission to a very high standard of proof. That 
is indeed the most common view, although not the only one. In any event, the 
project to recruit a “Chief economist”, attached to the Director General and the 
hiring of more industrial economists shows that indeed the need to improve the 
analytical capacity of the DG has been recognised. The idea to have some form of 
quality assurance carried out by a control commission goes in the same direction. 

This is the truly innovative picture that comes into sight when looking at these 
three cases. The CFI managed to get the Commission to adopt in its analysis that 
the assessments, not necessarily or not only the principles and doctrines, were not 
of the quality that the economic importance and complexity that these merger 
cases required. In a nutshell, the explicit message sent by the CFI was the need to 
ensure that decisions are more robust. However, next to this message there is an 
implicit signal: irrespective of the lessons drawn by the Commission and its new 
policy proposals, the CFI strongly reminded them that “there are judges in 
Luxembourg” having the final word: the monopoly of the Competition DG is no 
longer the dominant view it used to be. There are other ways to ensure a strong 
and intelligent implementation of competition policy. 



3. Factual assessment and authority of the Competition 
DG 

The succession of three similar cases leaves the impression that there is a struc- 
tural problem with DG Competition, namely how cases are handled and how it 
proceeds to the analysis of data. In the Airtours case in particular, the CFI ana- 
lysed the Commission reasoning in detail and exposed its flaws. It pointed out the 
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discrepancies between the facts and data and their interpretation by DG Competi- 
tion. In particular the analysis of the demand on the market was said to be “in- 
complete and incorrect”, and not supported by any study. However the CFI seems 
to have gone more deeply into the issue of how the Commission assesses factual 
data and uses evidence. As Nikpay and Houwen say, “...the degree of scrutiny 
exercised by the Court in Airtours was tantamount to an appeal on the facts” 
(Nikpay and Houwen 2003: 196). The CFI’s list of the empirical errors made by 
the Commission is quite impressively long: The Commission did not prove that 
the market was sufficiently transparent, it erred in saying that market shares re- 
sulting from acquisitions should not be taken into account, that demand growth on 
the market was slow and finally that it did not give sufficient consideration to the 
responses of fringe players and consumers to the postulated reduction in output 
and price increase. 

Schneider and Tetra were the first Commission merger prohibition decisions to 
be reviewed under the expedited procedure. Politically these cases are important 
because they demonstrate that the CFI effectively reviews the Commission prohi- 
bition decisions if appealed in the framework of the expedited procedure. 
Arguably, this newly effective supervision will be welcomed by business circles in 
which the perception that justice was not served effectively remains strong. Fur- 
thermore, insisting on the Commission’s obligation to provide convincing evi- 
dence and to carry out rigorous assessments of facts, is a signal to the industry that 
DG Competition’s decisions will be more predictable. Whereas economic thinking 
in the Merger Task Force went through many variations in the last few years 
(Ysewyn 2002), here the CFI recognises the need to ground the decisions in sound 
factual analysis, rather than new theories. 

However, it is likely that if it was only a matter of lacking analytical capacity, 
the CFI could have been more lenient. The forensic demolition of the Airtous case 
shows that there is more behind it. Actually, does the problem of analytical 
capacity summarise all the issues the CFI wanted to point out ? Does the analysis 
issue suffice to explain the behaviour of the Commission? It is more defendable to 
argue here that the more fundamental issue is the authority of the Commission and 
its various roles and goals as competition policy enforcing body in the inter- 
institutional equilibrium. How is it possible to properly safeguard that analysis? 
How can adequate autonomy and independence for the Commission be preserved 
enough, while ensuring that the analysis which informs the final decision is 
accurate and convincing? 

In our view, what makes these three judgements crucial is not necessarily or 
exclusively their impact on legal principles and doctrine. From this point of view, 
much remains to be answered, on a case-by-case basis. Rather, the cases question 
the internal capacity and, subsequently the credibility, of the Commission to 
handle merger cases. Therefore, the robustness of its decisions vis-a-vis the sub- 
ordinates of the decisions and the review body is called into question. 

The independence of the Commission is a crucial issue in this regard. We are 
used to characterise the DG Competition as a unitary organization, and as a 
service within a service, with relatively clear objectives and priorities. The study 
of merger cases is most relevant because it helps to focus on the activity of one 
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branch of DG Competition, that is the former Directorate A and current Merger 
Task Force. Another question concerns how the DG Competition manages 
decision-making processes in which it must play different roles. The DG 
accommodates these different roles or tasks by dealing with them sequentially and 
therefore assuming them at different stages (From 2002). Again, however, the 
three cases tend to demonstrate the fact that these roles are either not enough con- 
gruent - which is highly probable - or are not adequately separated. 

Although not formally independent, the DG has a certain degree of autonomy. 
For that reason it ressembles an agency that carries out an inquiry and an assess- 
ment of data while also making the decision. In this respect, the DG does not 
abide by the functional partition between assessment and decision-making that is 
often at the source of the creation of agencies in various sectors. The autonomy is 
also preserved thanks to a strong and specific administrative culture. It is of cru- 
cial importance to note that in the framework of its extended formal powers, such 
culture tends to make it a powerful and semi-autonomous institution, rather similar 
to a federal agency (Cini and McGowan 1998). Federal agencies, however inde- 
pendent or autonomous, are nonetheless also subject to external influence for the 
very reason that they need to stay close to external actors in order to collect data. 
Likewise, in this respect the DG functions similarly to an agency: it is an inde- 
pendent regulator but subject to pressure and potential capture by external 
interests. It is also quite often seen as an institution that draws its power from 
membership of a larger network of influential public actors and organisations 
which rely on these external actors for information and negotiated decisions (From 
2002). In both cases, its powers derive from relations with external actors. What 
conclusions do the merger cases lead to on that point ? 

In our view, what the CFI states throughout the various judgements is that the 
autonomy of the Competition DG is a necessary but not sufficient condition to 
reach high analytical capacity and sensible decisions. The various errors which the 
CFI highlighted show that the assessment and interpretation of data suffer from 
the contradictions faced by the Commission as a semi-autonomous organisation 
which also derives its powers from relations with external actors. This is all the 
more a problem as the increasing complexity and global scale of merger cases im- 
plies that the DG will be put under more pressure, as we have seen in the 
Schneider/Legrand case, by Member States or other stakeholders. This point high- 
lights the need for the Commission to have greater expertise and independent 
analytical capacity in-house. The proposal to create a new position of Chief 
economist attached to the Director-General comes in the framework of the 
strengthening of the economic capabilities of the DG. The recruitment of 
industrial economists by the DG goes in the same direction. Similarly, the 
Commissioner intends to increasingly commission the independent econometric 
studies in Phase two of the mergers investigations. The analysis phase tends to re- 
ceive greater emphasis in comparison with the investigation and the decision- 
making phases. That is indeed the phase in which the roles of the Commission are 
the least congruent : the DG is both analyst and prosecutor. The CFI judgements 
tend to show that the gordian knot is most tightened at this step of the process. 
Similarly, the cases point at this problem through raising the point that a supple- 
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mentary specialised chamber could be needed. In what form ? How can such an 
institution help the Commission to improve analytical work while this analytical 
work has importance precisely because it is conducted by a body which retains 
decision-making power ? 

This series of problems, highlighted indirectly by the three cases, is of crucial 
importance if one considers the role and objectives of DG Competition in the in- 
stitution to which it belongs. In view of the primary role of competition policy 
during the consolidation of the European experiment, DG Competition is usually 
seen as a separate institution - as qualified as an agency. In an oversimplified way, 
it is also often described as the most “powerful” DG of the whole Commission. 
On the conviction that the CFI judgements have an impact which goes beyond the 
solution of the case each time at hand, the question arises as to what will be the 
impact on the integration of DG Competition with the other Community objec- 
tives ? Will competition policy objectives continue to prevail over other commu- 
nity objectives or will the grounding of the Commission’s decisions be based on a 
wider policy context? 

Needless to say, DG Competition plays a particularly important role throughout 
the decision-making processes. Its goals, however, quite often contradict the goals 
of other directorates general defending parallel - and not conflicting - community 
objectives. The challenge is to go from contradiction to synthesis. After all, this is 
the meaning of the community interest which must be sought in each instance. 
Absolute implementation of competition rules, despite their weight vis-a-vis other 
community objectives, does not serve the abstract notion of the community 
interest that is the result of the confrontation, or of the systemic analysis, of all 
other involved community policies distilled via the national ways. From this point 
of view, the overall goal of the Competition DG to enforce EU competition law in 
a uniform and effective manner does not comprise the interest of the Community 
as a whole. Consequently, implementation of competition policy is not just a 
matter of pure implementation of competition rules, but a matter of policy as such, 
aiming to attain the overall Community objective. What is the value of a rigorous 
implementation of these rules if it results in the disadvantage of the European 
economy and its competitiveness or if this is detrimental to another policy objec- 
tive of the Community? Therefore, the problem is twofold: on the one hand sub- 
stantiated implementation of the competition rules by expert officials in an inde- 
pendent and transparent manner ensuring equal treatment of all involved parties 
and on the other implementation with political responsibility and sensibility to 
other affected sectors. Technocracy must be balanced by political vision. The task 
is immense and complex. The fact that the CFI decided to deepen its control is not 
accidental. The invocation of the rights of defence in the Schneider case possibly 
indicates that the Competition DG, after that many years of uncontested life, 
reached the illusion of owning the policy. Nobody is perfect. Besides, the re- 
sources that the DG possesses are limited and disproportionate to the task, 
whereas its constrains are high. For instance, time is determinant in this field. 
Particularly, in the initial phase when the DG ensures that the case is handled 
according to the rules is crucial. A lot of attention and eventually a lot of time 
were dedicated to the Airtours First Choice merger, even more so to the 
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Schneider-Legrand case. Indeed the companies concerned were large con- 
glomerates. Already before the Court’s judgement, these cases were controversial. 
Mergers are now more often concerning very large companies and have a large 
economic impact. Therefore, when such a prohibition decision emerges, stakes 
tend to be high. Cases have various degree of importance. No doubt, a systematic 
involvement of a specialised chamber of the CFI as a review body would help to 
ensure that the quality of the assessment is up to the complexity and importance of 
the case. 

In our view, the CFI judgements indirectly show that the allocation of cases to 
the body whose analytical capacity is the most up to the task will become an issue. 
This is of great actuality in the framework of the revised division of tasks between 
the Commission and the Member States’ competent authorities. The improvement 
of the decision-making process and the enhancement of Competition DG’s eco- 
nomic capabilities are therefore linked to the reform of the merger policy. In this 
regard, while acknowledging some weaknesses in the present system, we can not 
but express deep appreciation for the way the Commission has thus far managed 
such a heavy responsibility. The matter is not how to reverse or reform the system, 
but how to improve it, and how to build on it, now that it is strained due to 
changing parameters. 



4. Commission’s authority and the implementation of 
competition policy 

It is for this reason that the comments concerning the CFI’s judgements should 
lead to an assessment of Competition DG’s authority in relation to its partner or- 
ganisations : the ones with which it is meant to collaborate within its own sector, 
the national competent authorities, and those in the other sectors of the 
Commission, the other DGs. The quality and credibility of the Commission’s de- 
cisions can only be assessed in that context of networking and collegiality. 

It is a common view that the Commission has been losing some of its authority 
in recent years. In the trajectory from the EEC to the EC and the EU, there were 
periods characterised by intense action by the Commission and others 
characterised by a more low key approach, according to the prevalent political 
mood of the key European political figures or the vision of the Commission and its 
respective Presidents. The more mooted period of the 1970s was succeeded by the 
euro-euphoric Delors and Santer Commissions, which in turn have been followed 
by the regressive Prodi Commission. Is it a pattern of alternating phases of history 
repeating in the course towards European completion or is it an evolution to a next 
phase, always with the same objective, but via a different direction? 

A deeper review of the facts cannot but lead to the conclusion that the rhythm 
of the course has not just been a result of certain successive, coincidental or not, 





A New Era of Competition Under the Guidance of the Court of First Instance 243 



attitude changes, but rather, a corrosion of the Commission's right of initiative and 
of its inter-institutional negotiating power since 1970 4 . 

It is true that at the initial phase of the history of the European Communities, 
the Commission not only had the necessary legal basis in order to assume the pri- 
mary role: Rather the Commission as the par excellence Community institution 
was able to flourish in the climate of Euro-optimism which characterised the 
period and which prevailed significantly in the key Member States following the 
tragic experience of the Second World War which had tom the continent apart. 
The Commission moreover had the appropriate technical infrastructure and know- 
how. On the other hand in the Member States, the concept of the nation state 
reigned, the dominant role of national policies continued to prevail over 
Community policies and notably national administrations had not yet developed 
the necessary familiarity with the complex procedures which characterised 
negotiations and decision making in the Community. With the passing of time the 
necessary Community know-how was obtained, and it became well understood 
that Community policies were not external to national policies, but rather 
constituted an integral part of policy at the national level. The result was that the 
lack of national interest and action was replaced by a vying on the part of the 
Member States to ensure the prevalence of their respective national interests prior 
to the formulation of the final Community interest by means of diplomatic, but at 
the same time, unrelenting negotiating rivalry (Pappas 2000). 

In this respect, the implementation of competition policy requires collegiality, 
much like other matters. Historically, the large number of Commissioners ren- 
dered difficult the handling of major issues. The resorting to a vote in the College 
of Commissioners had become more frequent and was replacing the traditional 
custom of seeking a consensus. The same situation was occurring in the depart- 
ments. The increase in the number of Community policies, and therefore of 
service, renders their co-ordination very difficult if not impossible (Labouz 1988: 
190). The lack of collegiality, which became more marked following the decision 
to separate the Commissioners - whereas they shared the same premises until the 
Santer Commission - and the lack of interdepartmental co-ordination, has 
weakened the capacity of the Commission to identify and define the Community 
interest. This condemnation of the collegiality principle has been confirmed by 
Commissioners themselves in a recent and joyful declaration whereby they 
accepted their resignation a priori, following the recommendation of their Presi- 
dent who succumbed to the pressure of the European Parliament. Each 
Commissioner and each Director-General is confined to their particular dossier. 
All of that does not favour the systemic approach required in the field of competi- 
tion policy. Although it has been proposed by Mario Monti that merger teams 
conclusions would be reviewed systematically by a panel comprising experienced 
and independent officials from the Merger Task Force, it seems that this solution 
will not be the most appropriate. Reviewers will have little time and no decision- 
making power without the other Commissioners examining the conclusions of the 
panel. Panels are better than nothing, but they are far less far-reaching than a 



4 See Devost (1980). Against, Labouz (1988: 191) on grounds of the J. Delors period. 
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Court judgement (Temple Lang 2003). For all these reasons it has already become 
apparent to many that the Commission is increasingly unable to fulfil its 
institutional role 5 and that solutions to correct this gap are not so obvious. 



5. Conclusion 

Sometimes political signals such as decentralisation, the principle of subsidiarity, 
or the need for appropriate administrative solutions, are inimical to reasoned con- 
clusions. Although an increased role for the national competition authorities is to 
be welcomed, multiple questions remain: isn’t it premature? Is there really a con- 
solidated culture of competition policy in place in the private sector, as assumed? 
If yes, why then does the Commission continue to be occupied with various 
degrees of infringements? Are national authorities ready to take over? Will the 
Commission be relieved of part of its present work or will it be bussier ex 
posteriori with other negative consequences for the European economy? What 
about the need for uniform implementation of competition rules? If problems exist 
with the fifteen, what will happen with the enlarged Community? 

In conclusion: The “balance-sheet” of competition policy thus far has been 
more than positive. Instead of looking for panic solutions, the Community should 
capitalise on its acquis. Part of this acquis in the field of the competition policy is 
the Competition DG of the Commission. This contains is a large reservoir of 
experience and qualified officials. If the Commission as an Institution is losing 
power in relation to the European Parliament and the Council in purely political 
terms (right of initiative), the way of gaining back its credibility and authority lies 
with its natural field: through policy implementation and of guardian of the 
community law. This means that the Commission should maintain its 
responsibility for safeguarding the implementation of competition rules. This 
should be done in close co-operation with national competition authorities, 
through quasi-judicial co-operation, and without loss for the Commission of its 
prerogatives. The creation of new bodies, such as a separate agency, does not 
answer the need of adjustments due to the new developments. On the contrary, 
such a solution would water down the necessary strengthening of effective inter- 
service consultation intended to take other policy objectives into account. Such a 
reinforced service should be able to carry out complex expert assessments in a 
reasonable time and most importantly in an accountable manner, as the CFI would 
be the judge of both formalities and substance. As such, it is believed that compe- 
tition policy will be implemented in a more balanced way, which better 
corresponds to the new European requirements and expectations. 



5 See Kapteyn and Perloren van Theemaat (1990: 254): “There is the inescapable 
impression that the Commission has gradually allowed itself to be maneuvered into a 
position in which it can no longer play to the full the role envisaged for in the Treaties”. 
See also Conclusions of the “Three Wise Men” in Bull. EC 11-1979: 27: “The role and 
authority of the Commission have declined in recent years”. 
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